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Preface 



In all fields of inquiry, whether financial, scientific, or any other, there is danger of not seeing the 
woods for the trees. Nowhere is this danger greater than in the analysis of assets and liabilities as 
well as in cash management, in a leveraged financial environment with derivative instruments that 
change from assets to liabilities, and vice versa, depending on their fair market value. 

This book is for financial officers, analysts, traders, investment advisors, loans officers, account- 
ants, and auditors whose daily activities are affected by the management of liabilities and the con- 
trol of exposure. Senior executives have expressed the opinion that, for the next 10 years, the key 
words are: leverage, profitability, cash flow, liquidity, inventories, sales growth, and company size. 

Many senior managers and financial analysts are of the opinion that, at the dawn of the twenty- 
first century, in an environment charged by credit risk, there have occurred some incidents that, 
although important in themselves, were even more important as part of a pattern of uncertainty and 
nervousness in the financial markets. Suddenly, and emotionally, earning announcements and prof- 
it warnings made investors and traders commit all their attention to stock market bears, as if in a 
highly leveraged environment this were a secure way of taking care of their liabilities. 

The underlying thesis among many of the knowledgeable people who participated in my 
research is that at the present time, there is an overriding need for a focused process of liabilities 
management. The separate aspects of this problem acquire full significance only when considered 
in relation to one another, in an integrative way. Since a rigorous study of financial exposure is best 
done through pooled experience, it is clear that the acquisition, organization, and use of knowledge 
are essential factors in analysis. This process of meticulous acquisition, proper organization, and 
use of knowledge is often called the scientific method'. 

• Reaching conclusions against experience, through observation and experiment 

• Operating on the principle of increasing certitude in regard to obtained results 

• Being able, in large measure, to take effective action and proceed to new subjects of inquiry 

These three points describe the principles underpinning choices made in the organization of this 
book, which is divided into four parts. Part One addresses liabilities management, taking as an 
example the market bubble of telecoms stocks and its aftermath. Chapter 1 explains why this has 
happened and what facts led to the credit crunch that crippled the ambitions of telephone operators. 

Chapter 2 extends this perspective of telecoms liabilities toward the suppliers of the telephone 
industry and their woes, with a case study on Lucent Technologies and its huge loss of capitaliza- 
tion. The downfall of Xerox was chosen as an example of what happens when product planning sna- 
fus undermine rather than underpin a company’s financial staying power. 
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Derivative instruments have a great deal to do with the mountain of liabilities — and their mis- 
management — as Chapter 3 documents. Oil derivatives were chosen as a case study on leveraging 
power. Chapter 4 focuses on the reputational and operational risks associated with globalization. It 
also underlines the fact that certified public accountants face unusual circumstances when con- 
fronted by reputational risk. 

It has been said that company size and the amount of resources under management are good 
enough assurance against turbulence. I do not think so. Size, measured by volume of output, capi- 
tal invested, and people employed, is clearly only one aspect of managing a given entity and its 
projects. Size alone, however, is a double-edged sword, because the company tends to lean more on 
leverage and less on rigorous control. 

Liquidity management is the theme of Part Two. Chapter 5 dramatizes the aftermath of liabili- 
ties and of a liquidity squeeze through two case studies: Nissan Mutual Life and General American. 
It also explains the role of sensitivity analysis, gap analysis, stress testing, and value-added solu- 
tions. The contributions of real-time financial reporting and virtual balance sheets constitute the 
theme of Chapter 6. 

The lack of real-time management planning and control and of appropriate tools and their effec- 
tive use increases the risks associated with liquidity management as well as the likelihood of 
default. Chapter 7 explains why this is the case; it also presents a family of liquidity and other ratios 
that can be used as yardsticks. Chapter 8 focuses on market liquidity, the factors entering into 
money supply, and the ability to mark to model when marking to market is not feasible. 

The theme of Part Three is cash management. Chapter 9 focuses on the different meanings of 
cash and of cash flow. It also explains the development and use of a cash budget and how cash 
crunches can be avoided. Based on these notions, the text looks into factors affecting the liquidity 
of assets as well as on issues draining cash resources — taking Bank One as an example. 

The next two chapters address the role played by interest rates and the control of exposure relat- 
ing to them. The subject of Chapter 11 is money markets, yield curves, and interest rates as well as 
their spillover. Matters pertaining to the ongoing brain drain are brought under perspective because 
any analysis would be half-baked without paying attention to human capital. 

Chapter 12 directs the reader’s thoughts on mismatch risk profiles and how they can be analyzed 
and controlled. The canvas on which this scenario is plotted is the implementation of an interest rate 
risk control system among savings and loans by the Office of Thrift Supervision (OTS). The frame- 
work OTS has established for sensitivity to market risk and post-check portfolio value analysis is a 
classical example of good management. 

The book concludes with Part Four which considers credit risk, certain less known aspects of 
leverage, and the action taken by regulators. Chapter 13 elaborates on credit risk associated with 
technology companies. It takes the bankruptcy of Daewoo as an example, and demonstrates how 
mismanagement holds bad surprises for all stakeholders, including those personally responsible for 
the company’s downfall. 

Because good sense often takes a leave, banks make life difficult for themselves by putting the 
rules of lending on the back burner and getting overexposed to certain companies and industries. 
Chapter 14 shows how yield curves can be used as gateway to more sophisticated management con- 
trol solutions, and documents why creative accounting damages the process of securitization. 

Chapter 15 explains why lack of integration of credit risk and market risk control is counterpro- 
ductive, making it difficult to calculate capital requirements in a way commensurate with the expo- 
sure being assumed. 
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The last chapter brings the reader’s attention to management blunders and technical miscalcula- 
tions which lead to panics. It explains the risks embedded in turning assets into runaway liabilities; 
shows the difficulty in prognosticating the aftermath of mounting debt; presents a case study with 
British Telecom where money thrown at the problem made a bad situation worse; suggests a solu- 
tion to market panics by borrowing a leaf out of J.P. Morgan’s book; and discusses how the New 
Economy has redefined the nature and framework of risk. 



As I never tire repeating, entities which plan for the future must pay a great deal of attention to the 
quality of liabilities management, including levels of leverage, liquidity thresholds, and cash man- 
agement. These are very important topics because the coming years will be, by all likelihood, char- 
acterized by a growing amount of credit risk. A balance sheet heavy in the liabilities side means 
reduced credit risk defenses. 

Credit risks, market risks, and reputational risks can be effectively controlled if management 
indeed wants to do so. But as a growing number of examples demonstrates, the current internal con- 
trols system in a surprisingly large number of institutions is not even remotely good enough. In 
many cases, it is simply not functioning while in others inept management fails to analyze the sig- 
nals it receives, and to act. This is bad in connection to the management of assets, but it becomes 
an unmitigated disaster with the management of liabilities. 



I am indebted to a long list of knowledgeable people, and of organizations, for their contribution 
to the research which made this book feasible. Also to several senior executives and experts for con- 
structive criticism during the preparation of the manuscript. The complete list of the cognizant exec- 
utives and organizations who participated in this research is shown in the Acknowledgements. 

Let me take this opportunity to thank Tim Burgard for suggesting this project and seeing it all 
the way to publication, and Louise Jacob for the editing work. To Eva-Maria Binder goes the cred- 
it for compiling the research results, typing the text, and making the camera-ready artwork and 
index. 
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CHAPTER 1 



Market Bubble of Telecoms Stocks 



The need for a sophisticated approach to assets and liabilities management (ALM) has been evident 
for many years. Volatile global markets, changing regulatory environments, and the proliferation of 
new financial products, with many unknowns, have made the management of liabilities and of 
assets in the balance sheet a critical task. Modern tools such as simulation, experimentation, and 
real-time financial reporting help in fulfilling this responsibility, but, at the same time, the whole 
assets and liabilities management strategy is changing under the weight of a fast-growing amount 
of debt. 

Leverage 1 is often managed with easy money that typically is not invested in a prudent manner. 
AT &T, for example, bought high and sold low. Its chief executive officer (CEO) bought 
Telecommunications Inc. (TCI) and MediaOne when valuations for cable TV assets were near their 
peak. He paid about $105 billion for these assets in the name of "synergy.” The same assets were 
worth $80 billion when AT&T’s spinoffs were contemplated in late January 2001 2 — another hit- 
and-run management decision. 

What has really changed during the last decade in assets and liabilities management is that the 
pillar on which it rests has moved from the left to the right side of the balance sheet, from assets to 
liabilities. Since the invention of the balance sheet in 1494 by Luca Paciolo, a mathematician and 
Franciscan monk of the order of Minor Observants, 

• The ledger was based on assets. 

• Liabilities were there to balance the assets side. 

Today, by contrast, the critical element of the balance sheet is liabilities. 

• Assets are there to balance, it is hoped, the liabilities side. 

• But, as was seen in the AT&T example, such assets may be melting away. 

This turns traditional thinking about assets and liabilities management on its head. The old rules 
are no longer valid. Quite often the price of leveraged assets is justified only by the "greater fool 
theory” — the expectation that other investors would bid their value even higher, and they will come 
up with the cash. Debts that are due — liabilities — primarily fall into the following classes: 
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• Obligations to commercial banks and other entities in the form of loans, credit lines, or similar 
instruments 

• Commercial paper, such as short-term “IOUs,” of variable-rate, floating-rate, or variable- 
amount securities 

• Unpaid invoices by suppliers, salaries, wages, and taxes 

• Certificates of deposit, time deposits, bankers’ acceptances, and other short-term debt 

• Exposure assumed against counterparties through derivative financial instruments 

• Repurchase agreements involving securities issues by commercial and industrial organizations 

• Fixed income securities issued by the firm 

• Equity that belongs to the investors 

As the weight of the economy has changed sides, from the assets to the liabilities side of the bal- 
ance sheet, companies inflated their liabilities and their market capitalization, which zoomed in the 
second half of the 1990s and the first three months of 2000. Since these securities are publicly trad- 
ed, one company’s inflated liabilities became another company’s assets. 

Over-the-counter derivatives deals and publicly traded inflated equities violated the basic notions 
behind the balance sheet concept. They also changed the nature of what a balance sheet represents. 
The economy became overleveraged from intensive borrowing from the capital markets and from 
banks, borrowing that was behind the big boom of 1995 to 2000. But unlike assets, which are the 
company’s own, liabilities have to be paid when they become due. 

Despite the equities blues of late March and of September to December 2000 — and beyond that 
in 2001 — overleveraging sees to it that credit risk far exceeds market risk. Hence everyone, from 
big and small companies to consumers, must be very careful about liabilities management. 
Solutions cannot be found in textbooks because they go beyond conventional thinking. 



LEVERAGING MAKES THE GLOBAL FINANCIAL MARKET FRAGILE 

In his book On Money and Markets , 3 Henry Kaufman laments: “The potential excesses and fragili- 
ty of global financial markets” and brings into perspective “the consequent need for more effective 
international approaches towards regulation and supervision.” He also points out “the lack of fidu- 
ciary responsibility displayed by many financial institutions in recent decades.” 

The change in weight from the left side to the right side of the balance sheet is not the only sig- 
nificant event of the last three decades, but it is the largest and most far reaching. It was predated 
by the inflationary spiral of the 1970s and the recycling of petrodollars by money center banks, 
which inflated the liabilities side; the killing of the inflationary spiral and the junk bonds and stock 
market boom followed by a short-lived correction in 1987; and fiscal policy excesses practically all 
over the world in the 1990s, which led to the rapid growth of liabilities in that same decade. 

Eventually all these events converged into unprecedented liabilities leveraging, which was 
known as the virtual economy. Practically everyone was happy about the rise of the virtual econo- 
my and its overtaking of the real economy — which is the assets side of the balance sheet. But as 
long as the euphoria lasted, hardly anyone thought of the consequences: 

• Growing in the virtual economy is synonymous to carrying huge positions, therefore huge 
liabilities. 
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• Very few analysts have been clear-eyed enough to add total borrowings to total contingent 
liabilities in derivatives, repos, and other obligations, to measure exposure. 

Yet, this exposure is real. Even if its origins are found in the virtual economy, someone will have 
to pay the debt. The leveraged positions just mentioned are adding up rather than netting out, there- 
by creating a mountain of risk individually for each entity and for the economy as a whole. 

What is different about 2000 and 2001, conditioned to a considerable extent on liability man- 
agement and therefore the focus of this book, is that it has been a period of excess correction. The 
central banks of the Group of Ten (G-10) increased liquidity for the transition to the twenty-first cen- 
tury, and this increased liquidity was used to finance a tremendous investment boom in technology. 

The surge of technology stocks that started in the mid-1990s and greatly accelerated in February 
and March 2000 provided a euphoria in the financial markets. This euphoria translated into a surge 
in demand for consumer goods and capital equipment. The result was an exaggeration, followed by 
a correction in late March/early April and by another much more severe correction in September to 
December 2000-with the eye of the storm in mid-October 2000, roughly two years after the col- 
lapse of Long Term Capital Management (LTCM). 4 

The telecommunications industry (telecoms, telcos) in 1999 and 2000 and LTCM in 1998 had 
much in common: They both tried and failed to defy the law of gravity. Overcapacity, price wars, 
and low cash flows by telecom vendors exacerbated their liabilities. Capitalizing on the fact that 
advancing technology cuts the cost of a given level of telecommunications channel capacity by half 
every nine months, telcos and other channel providers have used the new facilities they installed to 
wage deadly price wars with one another. These wars hit their cash flow and profit figures at the 
same time, as shown in Exhibit 1 . 1 . 

British Telecom, Vodaphone, Deutsche Telekom, France Telecom, Telecom Italia, Telefonica, and 
Dutch KPN have among them an unprecedented amount of short-term debt. The debt of British 



Exhibit 1.1 Lack of Balance Between Capital Spending and Cash Flow Led to the Global Crash 
of the Telecommunications Industry 
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Telecom alone is £30 billion ($44 billion). In one year, from March 2000 to 2001, France Telecom 
increased its debt by 400 percent to Euro 61 billion ($55 billion). AT&T and the other U.S. operators 
match these exposures. For the whole telecoms sector worldwide, $200 billion comes due in 2001. 

The failure in interpreting the business aftermath of the Law of Photonics led to negatives at the 
conceptual and financial levels. The market has showed that plans by telecom operators were erro- 
neous. While the telecoms did not have the cash to boost spending, they did so through high lever- 
aging. Disregarding the growth of their liabilities and their shrinking cash flow because of intensi- 
fied competition, the telecoms increased their purchases of equipment by nearly 30 percent in 2000. 

• The telecom companies’ cash shortfall amounted to $50 billion, most of which had to be raised 
from the capital market, the banks, and equipment companies themselves. 

• By March 2001 total carrier debt has been estimated at about 93 percent of sales, compared with 
29 percent of sales in 1997. 

Theoretically, the telecoms capitalized on what they saw as capacity-enhancing advances in fiber 
optics, which allowed them to slash prices by 50 percent or more every year, in a quest to gain mar- 
ket share and build traffic. Price drops can be so dramatic because technology permits carriers to 
get into disruptive pricing. But what technology might make possible does not necessarily make 
good business sense. The telecoms could have learned from the failure of others who overloaded 
their liabilities and paid a high price: 

• The Bank of New England in 1989 and Long Term Capital Management in 1998 were the first 
manifestations of a liability management crisis hitting the big financial entities one by one. 

• The events of the fourth quarter of 2000 were different in that the crisis in liability management 
hammered many technology companies at once, with the whole capital market being the epicenter. 

Making the liabilities side of the balance sheet the heavyweight is akin to specializing in the cre- 
ation of debt. On its own, this is a strategy like any other — but it has to be managed in a rigorous 
manner. Major failures can come from lack of attention in liabilities management, augmented by 
the fact that both the methodology of how to manage liabilities and the tools needed to do so are 
still evolving. 

According to Henry Kaufman, in the 1980s the corporate leveraging explosion was accompanied 
by a severe drop in corporate credit quality. For eight years, downgrading in credit quality outpaced 
upgrading. The damage from credit downgrading is not so visible in boom years, but it becomes a 
source of concern in a downturn, as is the case in the first couple of years of the twenty-first century. 

Today, both financial institutions and industrial companies have huge debts. The liabilities are 
made up of exposures through borrowing, repos, and derivatives as well as lending to other lever- 
aged sectors of the economy such as corporate clients, households, businesses, and governments. 
Liquid assets, the classic security net, are tiny when compared to these exposures. 

Take the household sector as an example of indebtedness. Exhibit 1 .2 shows only a fraction of 
its exposure, which has been skyrocketing. From 1990 up to and including 2000, stock market 
margin debt has been unprecedented. In January 2001 private borrowing totaled a record 130 per- 
cent of gross domestic product (GDP). 

Part of this bubble is due to the so-called wealth effect. From 1985 to 2000, Wall Street (NYSE 
and NASDAQ) reached a capitalization of about $20 trillion. This is 200 percent the gross national 
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Exhibit 1.2 Skyrocketing Stock Market Margin Debt, 1990 to 2000 



$ 

BILLIONS 




product (GNP) of the United States. (An estimated $8.8 billion was lost in the stock market blues 
from late March 2000 to the end of May 2001.) Private households, companies, and states accu- 
mulated a debt of $30 trillion. That is 300 percent the GNP of the United States. 

Besides showing overleverage, these statistics are also a source of major risk for the coming 
years, until the real economy takes care of this indebtedness. Faced with such exposure and the cost 
of carrying it, many consumers may decide it is time to pay off debt and digest those acquisitions. 
Since business investment, especially of high-technology items, has fueled half the growth in recent 
years, the expansion may lose one of its major motors. 

Another development that has increased the downside risk for the U.S. economy is the run-up in 
energy prices, which has drained purchasing power from households and businesses. The 
Organization of Petroleum Exporting Countries (OPEC), which in 2000 hiked oil prices at an inop- 
portune moment, was an accessory to other disturbing events, such as the problem of electricity 
prices and power blackouts hitting vital parts of the U.S. economy. 

Liability management takes planning and a complete understanding of all the problems that may 
arise, including spillover effects and cross-border aftermath. Even a custom-tailored solution for the 
U.S. economy has to consider the slowing growth overseas. Where economists once assumed that 
pickups abroad would offset sluggishness at home, in a highly leveraged global economy each 
slowdown reinforces the other. 



CREDIT CRUNCH CRIPPLES AMBITIONS OF TELEPHONE OPERATORS 

Alert economists see the pyramid schemes of the 1920s as the predecessor to the wave of leveraged 
buyouts of the 1980s and 1990s. In the 1920s, the theme was real estate; in 2000-2001 the late 
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1990s, it was the high-risk debt financing of telephone companies and other entities. The gearing 
of telecoms is also being compared to the overleveraging of public utility holdings in the years pre- 
ceding the Great Depression. 

An example of early twentieth century overleveraging among construction companies and real 
estate developers are the junior liens by S. W. Straus & Co. of New York. In a way that parallels the 
loans to telephone operators in 1999 and 2000, 80 years ago the mortgage real estate bond business 
was considered to be too large, too important, and too well established to be affected by failures. 
Real estate mortgages have been one of the important factors in rebuilding the United States. But 
at the same time leveraging was overdone, and with junior liens the whole enterprise became a kind 
of Ponzi scheme. 

The real estate mortgage bonds S.W. Straus and its kin sold were often construction bonds. In 
many cases, the collateral behind them was merely a hole in the ground. There was nothing to 
assure the project would succeed. Typically, if it did not succeed, the bond issuer forgot to inform 
bondholders but continued to pay the principal and interest from the money brought in by new- 
comers. As James Grant says: “Each new wave of investors in effect paid the preceding wave.” 5 
Eventually the bubble burst. 

In the 1990s, 70 years down the line, the telecoms and the dot-coms of the United States and 
Europe repeated this tradition. Old firms and newcomers in the telecommunications industry relied 
more and more on external financing to fund their capital budgets. The dot-coms did not have much 
in the way of capital budgets to worry about, but they did get overleveraged to make ends meet for 
their operating budgets. 

In 2000, internally generated cash from profits and depreciation of telecommunications compa- 
nies covered no more than 75 percent of their capital budgets, which is the lowest level in the past 
two decades. The other 25 percent was raised from the financial markets and banks — which also 
advanced the flood of money for new-generation telecom licenses, the now-infamous sales of air- 
waves by governments in Western Europe, 

All these actions have been ill-advised and unmanagerial. Boards and CEOs should have under- 
stood that rapid capacity building leads to a glut. While the dot-com bubble ballooned, carriers and 
telecom equipment manufacturers failed to appreciate they were next in the list of autodestruction. 
The Nortels, Alcatels, Ciscos, Ericssons, Lucents and others lent money to customers to buy what 
they did not need, and sharply boosted capacity by an astounding 50 percent in 2000. 

Now that the U.S. economy has slowed, both communications equipment vendors and their 
clients are suffering. Management went overboard and spent too much on a buying binge. What the 
market now hopes is that computers, communications, and software are productivity-boosting 
assets that depreciate rapidly and get replaced quickly — if for no other reason than because tech- 
nology moves so fast. 

It is surprising that highly paid chief executives failed to consider the fact that bubbles create tur- 
bulence in the financial market. This turbulence invariably happens as the economy goes from one 
state of relative stability to another, as shown in Exhibit 1.3. In the course of this transition, chaot- 
ic market reactions can be expressed in a three-dimensional framework of investments, lending, and 
trading. 

In Europe and the United States, telecoms have been crippled by a pyramiding of loans in a man- 
ner resembling the S.W. Strauss experience. Analysts say that banks suddenly became prudent 
because telecom operators’ exposure had gone out of control. Technically, it is doable to double and 
triple bandwidth in all regions of the world. Financially, doing so is a time bomb. Credit institutions 
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Exhibit 1.3 Markets Go From One State of Stability to Another Passing from Chaos, as Banks 
Act in a 3-D Coordinate System 




RELATIVE STABILITY 



if 




RELATIVE STABILITY 



failed to consider the risk embedded in their clients’ overexposure and associated credit risk, and 
finally ran for cover. 

Like the real estate magnates of the 1920s, in late 1990 telecoms thought of themselves as too 
large, too important, and too well established to fail. Bankers forgot that until recently telephone 
companies were regulated utilities in the United States and state-owned firms in Europe. As such: 

• They had no culture and no tradition in risk-taking, associated to a free enterprise. 

• Return on investment and discounted cash flow were, to them, alien concepts. 

• Whenever they needed money, they asked the government, which took it out of taxpayers’ pockets. 
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All this changed with privatization. The privatized telecoms themselves had to pay their debts, 
with a balance sheet too heavy in liabilities. A market sentiment against overvalued telecom stocks 
has compounded the credit crunch, as has the fact that European banking regulators expressed con- 
cerns that banks are overexposed to debt from this sector. 

A string of profit warnings from telecom equipment and computer manufacturers, such as 
Lucent, Nortel, and Dell, made matters worse. While financial institutions suffer from bad loans and 
overleveraging through derivative instruments, the industrial sector is burdened with sluggish 
demand, excess inventories, and slower pace in investments. When production continues to con- 
tract, this weighs heavily on balance sheets. 

Exhibit 1.4 shows, as an example, the ups and downs in capacity utilization over a 17-year time- 
frame (1984 to 2001). What has been most interesting during the 1990s and early twenty-first cen- 
tury is that because of globalization, pricing power has been nonexistent. Because of this fact, earn- 
ings in the industrial sector are under pressure almost everywhere and this diminishes by so much 
the companies’ ability to serve their liabilities. 

What a difference a couple of years make. In the late 1990s telecom and network operators could 
raise a billion dollars just by asking. This is no longer the case. By late 2000 the market started to 
believe companies putting bandwidth in Europe would not recover their investment; and such feeling 
strengthened in the first months of 2001. Nor did the market fail to (finally) appreciate that telephone 
companies not only have the bug of overleveraging their balance sheet, but also that this is far easier 
to do at the liabilities side than through their questionable assets — such as the twisted wire plant. 

Other reasons also underpin this major change in the way banks and the capital market now look 
at telecoms. For instance, a reason why the telecoms’ lending was accelerating in the late 1990s is 
that the big operators were going aggressively on the acquisition trail. Alternative operators bor- 
rowed heavily to build new networks, and, most recently, practically every telecom — new and old — 
paid astronomical prices for third-generation (3G) mobile licenses. 

Analysts say that as 2000 came to a close, telecom operators had borrowed some $171 billion 
(euro 202 billion) in that year alone. This is only part of the money telecoms must put on the table 



Exhibit 1.4 Sixteen Years of Manufacturing Capacity Utilization in the United States, Excluding 
Technology 
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because funding 3G networks will require another $145 billion (euro 160 billion). With this huge 
debt swallowing the liabilities side of telecoms’ balance sheets: 

• The capitalization of telecoms and their suppliers collapsed. 

• The whole sector has been sinking in a vast amount of debt. 

• Credit ratings across the telephone industry have fallen and continue falling. 

There were also some high-profile bankruptcies in 2000. Examples are Hamilton, Colorado- 
based ICG Inc., London-based Iaxis, PSI Net, Winstar, Viatel, Call-Net, 360 Networks, Globalstar, 
RSL, and 360 USA. These cases, and several others, give the stock market jitters and make bankers 
even more cautious, which leads to a credit crunch. 

The sentiment at Wall Street was that in all likelihood practically every telecom company would 
be hurt by late 2000. Price-cutting, so far a friend of the boom, became an enemy because it hurts 
the bottom line. With bandwidth prices going down by around 95 percent in 1999 and 2000, pan- 
European operators have to make a return on investment with just 5 percent of previous income. It 
will take a miracle or two to achieve these sorts of financial results. 



INVESTMENT BANKS ALSO PAID DEARLY FOR TELECOM COMPANIES’ 
OVEREXPOSURE 

Within three weeks, from September 22, 2000, when Intel lost $100 billion of its capitalization in 
24 hours, to mid-October, the NASDAQ dropped 18 percent and paper values of nearly $500 bil- 
lion evaporated. October 9 saw a full-blown crisis in the corporate bond markets, as reports sur- 
faced that Morgan Stanley Dean Witter had estimated losses of some $1 billion on their business in 
underwriting corporate junk bonds. 

In the fourth quarter of 2000, the debt of the formerly all-mighty telephone giants was not far 
from being reduced to junk bond status. The investment banks themselves were shaken up. In mid- 
October, Morgan Stanley issued a press statement denying the rumors of mega-losses triggered by 
a midsize U.S. telecom company (ICG Communications of Englewood, Colorado) with $1.9 billion 
in junk bonds outstanding becoming insolvent. 

• Morgan Stanley lost some $200 million on ICG bonds, but more than that. The collapse of ICG 
signaled the fall of the entire high-risk corporate bond market. 

• Other companies, too, were hit hard as this market had been the prime source of capital for tele- 
com and other information technology firms that, in 1999 and 2000, expanded beyond their 
means. 

Worst hit were the credit institutions with the greatest amount of exposure in telecom loans. At 
the top of the list was Citigroup with $23 billion, HSBC with $19 billion, Chase Manhattan (now 
J.P. Morgan Chase) with $18 billion, BankAmerica with $16 billion, Barclays with $13 billion, and 
Deutsche Bank with $11 billion. 

Where have these billions gone? As of early 2001, the largest telecom borrower was London- 
based VodafoneAirTouch, with $46 billion of debt. Its highly leveraged balance sheet made it the 
second-largest corporate debtor in the world. Other large telecom debtors are British Telecom with 
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$45 billion debt (£30 billion); AT&T with $39 billion; France Telecom with $28 billion; and Dutch 
KPN with $26 billion in debt. Add Deutsche Telekom and one has, more or less, the “Who’s Who” 
in telephony and in indebtedness. 

The top brass in these former state monopolies failed to appreciate that the control of companies 
operating in a modern economy resembles, in its fundamentals, that of a streetcar going uphill and 
downhill. Acceleration and brakes must be applied in all four wheels, as Exhibit 1.5 shows. There 
is a synergy between them, and if one of the wheels is underserved — as it happened with internal 
control in the case of telecoms — the streetcar derails. 

The conditions of reverse leverage prevailing in February 2001 were aptly characterized in a 
Business Week article: “The risks during this downshift are clearly great, especially since the quick- 
er flow of information is speeding up the adjustment. With indicators falling fast, confidence meas- 
ures are bound to reflect heightened concern.” 6 The hope is that “imbalances in the economy [will 
be] cleared away in a manner that will allow growth to pick up later.” 



Exhibit 1.5 Synergy Among Products, Markets, Controls Infrastructure, and Risk Management 




VALUES AND LATENT RISKS 
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That former bureaucrats and those who followed them as CEOs derailed the companies they led 
is not surprising. What is surprising is that investment banks also fell into the same trap. As usual- 
ly happens with the collapse of high fliers who pay hefty premiums for junk bonds, many major 
Wall Street and European bond underwriters outside of Morgan Stanley found themselves sitting on 
billions of dollars of debt they could not sell. Due to the mood in the capital market, prices were 
plunging daily. In two days in mid-October 2000, Morgan Stanley lost 20 percent of its capitaliza- 
tion, and Donaldson Lufkin Jenrette, the largest syndicator of junk bonds, was saved by a takeover 
from Credit Suisse First Boston. 

The Morgan Stanley and Donaldson Lufkin losses are significant because they triggered a panic 
sell-off in both corporate bonds and stocks, especially of the banks that have huge exposures to tele- 
coms. Right after these events, Moody’s Investors’ Service reported that the junk bond market suf- 
fered from problems affecting the entire corporate bond issues. 

Another market concern in mid-October 2000, which I see as the epicenter of the financial storm, 
was that of Universal Mobile Telecommunications Standard (UMTS) telecom license auctions in 
Europe. This business of high stakes that started in the United Kingdom and gained momentum 
added to the explosive growth of debt in the international telecommunications industry. These 
licenses for the airwaves of Third Generation Mobile (TGM) access are a high-stakes gamble with 
slim prospects for profits in the next few years. 

Indeed, because the telecom debt situation suddenly became so alarming, bank regulators of 
European governments began investigating the degree of bank lending to the big telecommunica- 
tions firms. They wanted to determine if certain credit institutions had taken undue risk because of 
too-great loan exposure in one sector of the economy, and rumors have it that supervisory authori- 
ties were upset by what they found out. 

In London, Sir Howard Davies, chairman of the Financial Services Authority (FSA), remarked 
that the level of lending by U.S. and European banks to the giant telecom companies was a matter 
of great concern to regulators because of the extreme concentration of lending risks in one sector. 
These remarks were made during a special meeting of international financial regulators, whose con- 
cern was further fed by a Bank for International Settlements (BIS) report suggesting that: 

• On average, in the United States and Europe, 30 percent of year 2000 international syndicated 
loans were for telecom debt. 

• In Europe, in 2000, the loans to telecoms were 40 percent of total loans - a huge concentration 
violating the prudent principle of risk diversification. 

In expressing its concern about this lopsided exposure, the Bank for International Settlements said 
that in Europe mergers of giant state-owned and private telecoms have broken all records, and big 
money was spent to buy UMTS licenses. The implication was that central bankers disapproved of 
this policy by lenders and borrowers, and were afraid of the possible disastrous effects on the lenders. 

This case of spending borrowed money in a questionable way was beautifully reflected in an 
October 2, 2000, editorial in the Financial Times: “Just imagine, governments might be forced to 
use the receipts from their mobile phone license auctions to bail out the banks that lent to the win- 
ning telecommunications companies. It would be the ultimate irony if the only beneficiaries of 
third-generation auctions were the advisers in the auction process.” The editorial goes a long way 
to explain the absurdity of high sums demanded for UMTS licenses in various European govern- 
ment auctions: 
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• Income from GTM is way out of line and most current estimates are a sort of hype, leaving the 
telecoms exposed to huge debt. 

• UMTS technology on a mass scale is at least several years off, and to get going it will require 
an added telecom investment in Europe alone of some euro 160 billion ($145 billion). 

Experts suggest that of these additional euro 160 billion, at least 100 billion ($92 billion) must come 
from bank loans, bonds, and other sources of credit, further increasing the telecoms’ leverage and their 
unmanageable liabilities. The irony here is that those European governments that did not rush to cheat 
the telecoms with their UMTS license auctions have to forgo illicit profits, as the treasury of the tele- 
com companies has been depleted and future income must be dedicated to servicing huge debts. 

Statistics help one appreciate how high the servicing of ill-conceived debt is standing. From July 
1998 to December 2000, as a group, the largest international telecoms have borrowed about $400 
billion from international banks. In 1999 alone European telecoms added $170 billion in new bank 
loans to their liabilities. In 2000, financial analysts suggest, they would have exceeded that score — 
but they were saved from their appetite for liabilities by the credit crunch. 



MESSAGE FROM THE BUBBLE IN THE FALL OF 2000 

Bubbles created through leveraged business activity can best be appreciated from their aftermath, 
after they burst. Up to a point, and only up to a point, they might be predicted if one is to learn from 
past experiences and to project what we learn into the future. This ability to prognosticate is, to a 
substantial extent, a feeling and an art that often points to bad news. Therefore, not everyone likes 
hearing bad news. 

Liabilities have to be managed, and the prognostication of trends and pitfalls is just as important 
as in the case of managing assets. In 2000 the huge debts incurred by European telecom companies, 
most of them still majority state-owned even if they are publicly listed, 7 set off a vicious cycle of 
high debt levels. These high debt levels led international credit rating agencies, such as Standard & 
Poor’s and Moody’s, to downgrade their formerly blue-chip credit ratings, and made it more diffi- 
cult and more expensive to raise needed investment capital to make the UMTS pie in the sky even 
potentially profitable. 

People blessed with the ability to predict the future suggest that the more one deals with uncer- 
tainty, the more one must take dissent into account. Organization-wise dissent often leads to diffi- 
cult situations involving elements of tension and stress. Yet those who express disagreement might 
be better able than the majority opinion to read tomorrow’s newspaper today — because usually 
majority opinions follow the herd. 

I have generally painted a bright picture of the New Economy while making readers aware of its 
risks. 8 This positive approach to the forces unleashed by the New Economy is based on the prevail- 
ing view among financial analysts, but the majority opinion among economists is divided when it 
comes down to details. This is healthy because it suggests there is no herd syndrome: 

• Some economists espouse the theory of the New Economy’s bright future and suggest that hit- 
ting air pockets now and then is unavoidable. 

• Others think that projected New Economy-type developments, and more generally unclear 
structural changes, highlight the limitations of our estimates. 
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• Still others have a more pessimistic attitude toward the potential of the New Economy’s output 
growth, because they are bothered by the high leverage factor. 

The plainly pessimistic view of the New Economy looks for historical precedence to boom and 
bust, such as the railroad euphoria of the late 1800s, the mining stocks of the early 1900s, and the 
1930s depression. References from the remote past are the Dutch tulip mania of 1633 to 1637, the 
British South Sea Company bubble of 1711 to 1720; and the eighteenth-century French Louisiana 
adventure. 

Economists and analysts who question the elixir of the New Economy suggest history has a 
remarkable way of repeating itself, morphing old events into new ways suitable to prevailing con- 
ditions but nerve-wracking to investors. They quote Thucydides, the Greek historian, who wrote ca. 
425 BC: “Human nature being what it is, [we] continue to make the same old mistakes over and 
over again.” 

Are we really making the same old mistakes? If yes, what is the frequency with which we repeat 
past errors? and what might be the likely origin of a future disaster? According to some Wall Street 
analysts, in September 2000 — two years after the crash of LTCM — a new systemic catastrophe 
threatened the financial system involving global short-term liabilities in a more vicious way than in 
the fall of 1998. 

Economists who see more clearly than others, bring attention to the risks involved in liability 
management promoted by the New Economy. Dr. Henry Kaufman aptly remarks that: “The prob- 
lem is that when financial institutions become strongly growth driven, they run the risk of losing 
their capacity to assess risk adequately . . . When leverage is generated off the balance sheet, the 
standard accounting numbers do not begin to describe the full extent of exposure.” 9 

I subscribe 100 percent to Dr. Kaufman’s opinion that without a thorough modernization in the 
collection, processing, and dissemination of all relevant financial data, including off-balance sheet 
information, potential investors are in the dark about the true creditworthiness of their counterparts. 
This is what has happened in the fall of 1998 with LTCM and in the fall of 2000 with other firms. 
As year 2000 came to a close, economists who tended to err on the side of caution predicted three 
major economic risks facing the new economy: 

1. A change in market psychology, compounded by perceived technology slowdown. (See 
Chapter 2.) 

2. An accumulated huge derivatives exposure compounded by oil price shocks. (See Chapter 3.) 

3. Credit uncertainty leading to global monetary tightening, hence liquidity woes and some rep- 
utational risk. (See Chapter 4.) 

To appreciate the change in psychology we should recall that technology, one of the two engines 
in the boom in the 1990s (the other being leveraging), is both a process and a commodity. Like any 
other commodity, it has its ups and downs. This is not too worrisome because even a slower pace 
of technology than the one experienced in the mid- to late 1990s is fast enough for sustained growth. 

By contrast, exposure due to leveraging through huge contracted loans and derivatives is a real 
danger. Derivatives risk is a relatively new experience, full of uncertainties — and if there is anything 
the market hates, it is uncertainty. The number-one worry about the next systemic crisis is that a major 
financial institution, mutual fund, or other big entity, fails and the Federal Reserve (Fed) does not have 
the time to intervene as it did with Continental Illinois, the Bank of New England, and LTCM. 
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Year 2001 did not begin with a V-shape market recovery, or even a U-shape one, as several ana- 
lysts had hoped. On Friday, January 5, 2001, both the Dow Jones and NASDAQ nosedived because 
of a rumor that Bank of America had some major liquidity problems. Nervous investors saw in the 
horizon another crisis of the type that had hit the Bank of New England (BNE) a dozen years ear- 
lier. Panics and near panics are a raw demonstration of market power. 

What can be learned from the fall of BNE? The combined effect of bad loans and derivatives 
exposure brought BNE to its knees. At the end of 1989, when the Massachusetts real estate bubble 
burst, BNE became insolvent and bankruptcy was a foregone conclusion. At the time, BNE had $32 
billion in assets, and $36 billion in derivatives exposure (in notional principal). 

To keep systemic risk under lock and key, the Federal Reserve Bank of Boston took hold of 
BNE, replaced the chairman, and pumped in billions of public money. Financial analysts said this 
was necessary because the risk was too great that a BNE collapse might carry other institutions with 
it and lead to a panic. A most interesting statistic is that on $36 billion in notional principal, BNE 
had $6 billion in derivatives losses. 

This would make the demodulator of notional principal equal to 6 (six) rather than 25, which I 
am often using, 10 and even 25 is criticized by some bankers as too conservative. Never forget the 
toxic waste in the vaults. The Bank of New England did not bother, and it was closed by regulators 
in January 1991 — at a cost of $2.3 billion. At that time, its derivatives portfolio was down to $6.7 
billion in notional amount — or roughly $1 billion in toxic waste, which represented pure counter- 
party risk. 

A similar feat for Bank of America, or for that matter J.P. Morgan Chase, would mean a tsuna- 
mi at least 10 times bigger than that of BNE — with results that might come as a surprise to many. 
Analysts who are afraid of the aftershock of such events are rewriting their predictions to make 
them a little bolder and a little more controversial. They are right in doing so. 

Practically all big banks today are overleveraged with loans and with derivatives. Considering 
only pure risk embedded in derivative contracts, some credit institutions have a leverage factor of 
20 times their capital. If notional principal amount is reduced to pure risk, their derivatives expo- 
sure is by now in excess of assets under their control — which belong to their clients. This expo- 
sure, which engulfs assets, calls for more attention to be paid to liability management.This is prob- 
lematic in that liabilities management is a new art and its unknowns undermine the survival of even 
some of the better-known names in the financial world. 



LIQUIDITY CRISIS TO BE SOLVED THROUGH LIABILITY MANAGEMENT 

The risk underpinning credit uncertainty exposure is a liquidity crisis whose resolution might spark 
inflation. Liquidity has to be measured both in qualitative and quantitative terms — not in a quanti- 
tative way alone. 11 As Dr. Kaufman says, it has to do with the feel of the market. Liquidity is no real 
problem when the market goes up. It becomes a challenge when: 

• The banking system gets destabilized, as in Japan 

• Market psychology turns negative, with stock prices going south 

The stock market plays a bigger role in the New Economy than in the Old, and no one has yet 
found a stock market elixir other than plain euphoria, which is short-lived. A rational approach to 
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liquidity management would look into the growing interdependence between economic risk and 
entrepreneurial risk. It will do so primarily on the basis of day-to-day operations, but without los- 
ing sight of the longer-term aftermath. 

Exhibit 1.6 explains this approach in terms of growing interdependence of different risks. It also 
places emphasis on internal control 12 and advises real-time monitoring. The more proprietary prod- 
ucts we develop and sell, the more unknowns we take over in credit risk, market risk, operational 
risk, legal risk, and other exposures. At the same time, however, the key to growing profits is to cre- 
ate and sell proprietary, high-value products. 



Exhibit 1.6 Complex Array of Risk Sources and Means for Its Control 
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Novelty in financial instruments is, by all evidence, a two-edged sword. Therefore, derivatives 
traders, loans officers, and investment advisors have inherent liability management responsibilities. 
These are fairly complex. For instance, the liabilities of pension funds, workers’ compensation, and 
disability insurance are linked directly or indirectly to inflation through pointers to salaries, pen- 
sions, and other income levels. 

An example of this type of risk is the obligation of some pension plans on final salary or infla- 
tion-linked pensions of annuities, funding beneficiaries for fixed or indefinite periods. Because the 
liability in these cases is a function of actual inflation levels, fund managers carefully watch their 
cash flow and look favorably to inflation-indexed instruments. 

Industrial organizations also can have a significant level of exposure to inflation levels, because 
of the link between expenses and price inflation, although when companies lose their pricing power, 
revenue is not necessarily adjusted to inflation. But there are exceptions. Industrial sectors with 
inflation indexation elements include utilities, healthcare, and some infrastructure projects. 
Liabilities management must be proactive to avert a liquidity crisis, matching discounted cash flow 
against forthcoming liability obligations, and finding alternative solutions when there is lack of fit: 

• Matching cash flow against liabilities is a process not an event; and it should go on all the time. 

• Different case scenarios are important, because events challenge classic notions and alter future 
prospects of financial health. 

Gone is the time for debate among investors, bankers, economists, and policymakers over 
whether the economy has found a fifth gear, and, if so, if that is enough to override economic 
shocks. The events of 2000 have shown that the economy is not able to grow. The economy’s elixir 
for long sustained life has not been found: 

• Prudential supervision and regulation are all important. 

• But high precision in regulation, the so-called soft landing, is difficult to execute. 

As Exhibit 1.7 shows, when market discipline breaks down, the economy needs a timely 
response by regulators, even if the ways and means we have available are essentially imperfect. 
Both in the new economy and in the old, their effect is heavily influenced by market psychology. 
Therefore, the three major risks mentioned in the previous section might converge to create a crisis 
that could manifest itself in several ways, including: 

• A corporate-bond meltdown 

• Failures of major institutions 

A compound risk, for example, comes from mutual funds exposed in technology stocks. In mid- 
October 2000 there were rumors in New York that just before the late September combined euro 
intervention of the Federal Reserve, European Central Bank, and Bank of Japan, a large American 
investment fund that had invested primarily in Internet stocks and other technology equities was in 
trouble. Had this fund gone under, it could have carried with it the NASDAQ index with the shock 
wave hitting Tokyo and Hong Kong, then Frankfurt, Zurich, Paris, and London. 

Since one piece of bad news never comes alone, the NASDAQ and mutual funds tremors of fall 
2000 were followed by more stock market blues because of earning announcements. On September 21 
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Exhibit 1.7 Market Discipline and Amount of Needed Regulation Correlate Negatively with One 
Another 




Intel said that it expected a drop of profits for the third quarter of 2000, which sent its shares plung- 
ing 22 percent within a brief time of electronic trading. Other tech stocks slid down 20 percent in 
New York, while South Korean technology titles were being bashed collectively. This negative mar- 
ket sentiment spread into 2001, past the breaking news of the Fed’s lowering of interest rates twice, 
by 50 basis points each time, in the month of January. 

For the record, Intel’s woes wiped out $95 billion of the firm’s capitalization, in the largest daily 
loss of a single firm ever recorded. Other American computer firms, including Compaq and Dell, 
rushed to assure the public that their earnings forecasts were good and investors should not allow 
themselves to be stampeded into a panic because of Intel’s earnings problems. For their part, 
investors felt obliged to closely watch stock valuations, particularly of the large American technol- 
ogy titles, which in 2000 had lost a great deal of money. By the end of that year: 

• Microsoft’s capitalization had fallen from $616 billion to 35 percent of that amount. 

• Cisco’s had fallen from $555 billion to 45 percent of such capitalization, with a new shock in 
February 2001. 

• Intel’s had fallen from $503 billion to a little less than half of its former capitalization. 
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These were the lucky ones. Others, such as Lucent Technologies and Xerox, have been much 
worse off. (See Chapter 2.) Also behind the market’s worries has been a gradual deterioration in 
credit quality with the fact that, as in the early 1980s, in 2000 corporate debt downgrades have out- 
numbered upgrades. To make matters worse, credit ratings blues have been followed by a drying up 
of liquidity because of the mergers and acquisitions wave. 

• The ongoing consolidation in the banking industry sees to it that there are fewer bond dealers 
for investors to trade with. 

• Investors wanting to sell bonds, particularly junk issues from smaller companies, are having 
trouble doing so given uncertainty in the market. 

Credit institutions have been facing problems of their own. Losses from large syndicated loans 
held by U.S. banks more than tripled to $4.7 billion in 2000. At Wall Street, analysts said they 
expect this number to go up for a while. From March to late December 2000, investors saw some 
$3 trillion in paper wealth blow away, and the beginning of 2001 was no better. Economists say this 
is likely to hurt consumer confidence and spending, especially with personal savings rate in nega- 
tive territory. The market fears a switch from wealth effect to the so-called reverse wealth effect, 
discussed in Chapter 3. 



NOTES 

1. Leverage is the American term for the British word gearing, both of which are straightforward 
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CHAPTER 2 



Downfall of Lucent Technologies, 
Xerox, and Dot-Coms 



In the second half of year 2000, sector rotation accelerated. Investors opted out of technology, 
media, and telecommunications (TMT) and bet on industries with less spectacular but more pre- 
dictable earnings growth. Behind this switching pattern was a growing uncertainty about the extent 
of the anticipated economic slowdown and its effects on corporate profits. The drop in expectations 
hit valuations of technology firms particularly hard. 

The irony about the switch in investments is that it came at a time when Old Economy compa- 
nies had started adapting to the New Economy, and it was believed that Old and New Economies 
would merge and create a more efficient business environment by adopting enabling technologies. 
Historically enabling technologies, such as railroads, electricity, autos, and air transport, have 
helped the economy to move forward. In the mid-to late 1990s: 

• Productivity was rising at 4 percent. 

• There was a 5 percent GDP growth with little inflation with falling levels of unemployment. 

Software, computers, and communications have been the engines behind this minor miracle. 
High spending on technology has meant big orders for TMT companies. High productivity and high 
growth for the economy are translating in impressive TMT earnings. The first quarter of 2000 
wealth effect particularly favored TMT stakeholders. The Federal Reserve estimated that: 

• About 30 percent of U.S. economic growth since 1994 was attributable to the technology boom. 

• More than 50 percent of this growth came from consumer spending fueled by the wealth effect. 
(See also the reverse wealth effect in Chapter 3.) 

Although in the second half of 2000 the growth of the technology supercycle receded, many ana- 
lysts feel that the acceleration should be followed by deceleration. This is a necessary slowdown 
after a rare boom phase, with investors’ interest in dot-coms put on the back burner while pharma- 
ceuticals and food were in demand because their earnings are less affected by cyclical developments 
in the economy. 
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Investors should realize that technology is cyclical. The fast-changing nature of high technology 
itself creates an inherent type of risk. Like Alice in Alice in Wonderland, technological companies 
must run fast in order to stay at the same place. There is no room for complacency at the board level 
and in the laboratories. 

Few CEOs, however, have what it takes to keep themselves and their companies in the race. For 
this reason, some tech firms would have failed even without the bubble mentality — as we will see with 
Lucent Technologies and Xerox, two of the better-known fallen investment idols. The very success of 
technology in so many aspects of life, and its pervasiveness, has also sown the seeds for a kind of sat- 
uration: PC growth has ebbed, sales of communications gear have decelerated, handset forecasts are 
falling, and it is believed that even demand for satellite communications and for photonics is growing 
less quickly while the liabilities of the companies making these products continue to accumulate. 

Information on the aftermath of a growing debt load can be conveyed adequately only to a more 
or less trained receiver. Knowledgeable readers will appreciate that the growth of liabilities and 
their management should be examined in conjunction with another factor: Businesspeople and 
investors simply fell in love with the notion of virtual. 

Virtual economies and virtual marketplaces seemed to be the solution for new types of com- 
merce where cash flow is unstoppable — even if the profits also are virtual. The virtual office meant 
never having to commute; the virtual business environment, never having to waste time waiting in 
line at the mall. But what is now clear is that we do not really live a virtual existence. Our assets 
might be virtual, but our liabilities are real. 



HAS THE NEW ECONOMY BEEN DESTABILIZED? 

Every economic epoch has its own unique challenges, and there are woes associated with the tran- 
sition from the conditions characterizing one financial environment to those of the next. For 
instance, challenges are associated with the process of replacing the Old Economy’s business cycle, 
led by steel, autos, housing, and raw materials, by the New Economy’s drivers: technology and the 
financial markets. At first, during the mid- to late 1990s, we saw the upside of the New Economy: 

• A long, low-inflation boom 

• Rapid innovation 

• A buoyant stock market 

• A flood of spending on technology 

But eventually this cycle, too, was spent. As this happened, we started to appreciate that the 
result could be a deep and pervasive downturn, because the New Economy is more than a techno- 
logical revolution, it is a financial revolution that makes the markets far more volatile than they used 
to be in the Old Economy. As Exhibit 2. 1 shows, this means an amount of risk whose daily ampli- 
tude and monthly average value increase over time. 

Stock market gyrations in the first months of the twenty-first century help in gaining some per- 
spective. In the week March 27, 2000, the NASDAQ lost about 8 percent of its value. With the April 
3 fever over the Microsoft verdict, the NASDAQ lost another 6 percent in one day while Microsoft’s 
shares went south by 15 percent, as Exhibit 2.2 shows. The negative performance of the NASDAQ 
was repeated almost to the letter with a 500-point loss on April 4, 2000. 
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The Dow Jones index of Internet stocks was not left behind in this retreat, dropping 3 1 percent 
on April 3 alone. In Europe, too, London, Paris, Frankfurt, Madrid, Milan, and Helsinki did not miss 
the March 3 plunge. In terms of capitalization, some companies paid more than others. While the 
different indices dropped 2 or 3 percent, worst hit were telecommunications firms: KPN, the Dutch 
telecom, lost 12 percent; Deutsche Telekom, 6 percent; Ingenico, 15.2 percent; Lagadere, 15 per- 
cent; and Bouygues, 10 percent. (The effect on the CAC 40 index of the Paris Bourse is shown in 
Exhibit 2.2.) 

Other reasons also contributed to the bursting of the tech bubble in April 2000 and again in 
September to December of the same year. Stock market blues understood the tendency to believe 
that old rules of scarcity and abundance did not apply to the New Economy. Analysts came up with 
a new theory. In the early days of the Internet or of wireless, there were just a few companies to 
invest in and they became scarce resources compared to the more traditional firms of the economy 
(e.g., automotive companies). 



Exhibit 2.2 The Stock Exchange Earthquake at the End of March 2000 
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With the ephemeral stock market notion that scarcity of supplies is forever, expectations for high 
returns in technology grew quickly. Since there was so much cash available to invest in equities, the 
capitalization of the few chosen suppliers zoomed — but at the same time the number of technology 
companies that could be invested in ballooned. In a very short period, this changed the scarce 
resource into an abundant one, and valuations of most of the leading companies turned on 
their head. 

The market’s questioning attitude started at a time when most technology companies had lever- 
aged themselves beyond the level of prudence, putting particular strains on liabilities management 
where, to a large extent, skills were nonexistent. Stress in the financial system caused credit to be 
tightened. That happened in the second half of 2000, a repetition of fall 1998 when the LTCM deba- 
cle led the capital markets to briefly freeze until the Federal Reserve eased aggressively. (See 
Chapter 16.) 

Suddenly the financial markets rediscovered that rating the counterparty with which bankers, 
insurers, and investors deal is important both in the short term and in the longer run. They also 
appreciated the old dictum that financial ruptures characterize virtually every downturn in the his- 
tory of the economy, leading to defaults and from there to a credit crunch. The inability of “this” or 
“that” counterparty to face up to its obligations is a painful event even when it is limited to only a 
few companies, but it becomes most unsettling when it spreads in the globalized market. 

As credit risk cases multiply, bank lending standards get more stringent, and loans to business 
and consumers do not grow at all. The aftermath is a slowdown in demand, leading to a rapid invol- 
untary buildup of inventories at both the retail and the factory level. This, in turn, acts to depress 
growth. Investment-grade companies still have access to the bond market, and there may be no dis- 
ruption to the flow of consumer credit, but even the likelihood of bankruptcy or insolvency of an 
entity makes bankers and investors who extended it credit look the other way. 

The good news is that, so far at least, the New Economy has proven to be resilient. While the 
long expansion cycle has been punctuated periodically by problems — by the 1994 bond market 
meltdown (see Chapter 11); the 1995 Mexican peso crisis; the 1997 collapse of East Asia’s emerg- 
ing markets; Russia’s 1998 bankruptcy and LTCM’s blow-up — the New Economy’s ability to 
weather such severe shocks reflects an increase in the efficiency and flexibility of financial man- 
agement, which led to the market’s ability to: 

• Face shifts in boom and bust without a panic 

• Absorb various shocks emanating from the global market without collapse, and 

• Look at the 60 percent fall in the NASDAQ Composite Index as a major correction rather than 
as a cataclysmic event 

The bad news can be summed up in one query: “Will this wise management of the economy and 
of financial matters continue?” Aptly, Michael J. Mandel compares managing the Old Economy to 
driving an automobile and managing the New Economy to flying an airplane. In a motor vehicle, 
Mandel says, if anything unexpected happens, the best response is to put on the brakes. But an air- 
plane needs airspeed to stay aloft. 1 

The message is that the New Economy needs fast growth for high-risk investment in innovative 
products and processes. The advice Mandel offered to the Fed and other central banks is to learn to 
deal with a leveraged economy, just as pilots learn how to deal with a stalled and falling plane by 
the counterintuitive maneuver of pointing the nose to the ground and accelerating. Policymakers 
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have to find a way to go against their instincts by cutting rates when productivity slows and infla- 
tion goes up. In January 2001 the Fed seemed to heed that advice. 

This can be said in conclusion. So far the New Economy passed five major market tests in 1994, 
1995, 1997, 1998, and 2000 and came up from under. This is good news. Yet the frequency of these 
tests is high, with them coming just a couple of years from one another, while their severity has 
increased. Nor has the new financial environment been positive for all companies. The New 
Economy has not been destabilized, but the market is a tough critter. 



MARKET FALLS OUT OF FAVOR WITH TECH STOCKS: APPLE COMPUTER’S 
BLUES AND THE DOT-COMS 

Liabilities have to be paid. The best way to do so without creating new debt is to maintain a healthy 
income stream. New products help in keeping the cash flow intact, in spite of high volatility, the 
market’s liquidity woes, and a toughening competition. Product innovation is a process, not an 
event. The market does not want to know why product innovation has been interrupted. If it is, a 
company’s history of successes turns into a history of failures. 

The 50 percent plunge in Apple Computer’s share value on September 28, 2000, wiped out two- 
thirds of the gains since Steve Jobs returned as CEO in 1997 to rescue the company he had created 
two decades earlier. One reason for the market’s harsh reaction has been that Apple itself fell behind 
in innovation, and sluggish sales confirmed investors’ worst fears about weakening demand for per- 
sonal computers. 

• Like Intel a week earlier, in that same month of September 2000, Apple was hit by a sudden 
deterioration in personal computer sales around the world. 

• With lower economic growth adding cyclical weight to what looked like a structural slowdown 
in PC markets, investors were fleeing that sector at large and Apple in particular. 

As Exhibit 2.3 documents with reference to the Dow Jones electronic commerce index, the 
whole technology industry has been in a downturn. Apple paid a heavier price because market ana- 
lysts believed that its problems went deeper. The company’s remarkable renaissance since 1997 
raised hopes that a flurry of smartly designed new products, such as iMac and Power Mac, would 
allow it to break out of its niche in the education and publishing markets. But by all evidence most 
of Apple’s growth in the late 1990s came from exploiting its original installed base of Macintosh, 
not from real innovation. 

When the profits warnings came, they suggested that the process of rapid innovation that kept 
the market running had reached an end. With its older products no more appealing, and the new 
G4 cube too pricey to sell to consumers in volume, the market doubted whether Apple could con- 
tinue to expand its market share. True enough, Apple’s troubles were overshadowed by those of the 
big dot-com names that came down from cloud nine to confront a range of real-world problems, 
including: 

• Liabilities as high as the Alps 

• Grossly underestimated capital costs, and 

• Lack of control over all sorts of business partners. 
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Exhibit 2.3 Investors Could Not Get Enough of Technology Stocks in 1999, but Market 
Sentiment Reversed in 2000 



APPLE'S SHARE PRICE RELATIVE 
TO THE NASDAQ COMPOSITE 



DOW JONES E-COMMERCE INDEX 




These problems also were present with other companies in the go-go 1980s, and they were 
solved through junk bonds. They also were around in the first half of the 1990s, and then the answer 
was leverage through fast growth in liabilities. But by the end of 2000, with easy financing no 
longer in sight, there have been questions as to whether companies living in the liabilities side of 
the balance sheet can survive. For instance, will Amazon run through its $1 billion cash horde 
before 2002, when analysts expect the company to break even? 

Part of the market’s concern has been that although the CEO of Amazon.com is a former invest- 
ment banker, he has not yet figured out his company’s short-term and medium-term profit and loss 
(P&L) strategy. In October 2000, financial analysts even concluded that when an online shopper 
orders several products at one time, Amazon loses on average $2.9 per order. Other dot-coms are 
managed even worse than that. Their promoters and owners are engineers who do not: 

• Really have a business model 

• Know how to choose a path to profitability 

• Show a compelling consumer benefit - something people cannot imagine life without. 

All told, the glamour era of the Internet has reached its low watermark. While the Internet era 
is not over, it is time to start doing things that make business sense. The problem is that a large 
majority of dot-coms are not positioned for that. They have been too busy running fast to figure out 
their next move and launch the new-new thing before adversity hits the single product or service 
they feature. 

Other New Economy firms, as well as those of the Old Economy that tried to recycle themselves 
into the new, have had similar jitters. As we will see. Xerox is a case in point. While the shares of 
many top-tier technology stocks have been slashed by 50 percent or somewhat more, the stock of 
Xerox lost about 90 percent of its value. Yet Xerox is not a start-up; it is more than 40 years old. 
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Other established companies that had made an excursion into cyberspace pulled back. In January 
2001, Walt Disney announced it would shut its Go.com Web portal, taking a $790 million charge to 
earnings, and redeem the Internet Group’s separate stock. 

• By early 2001 many Internet spin-offs had become an embarrassing liability to their owners. 

• One after another, companies decided that money-losing spin-offs need to be cut back or rein- 
tegrated into the mother firm — turning spin-offs into spin-ins. 

Even companies that retained tight control of their brand image spent plenty of money on 
research and development (R&D), or grew through acquisitions, had product woes or other sorrows. 
If the products of Lucent Technologies were obsolete, those of Cisco Systems and Nortel were first 
class. Yet at the end of February 2000, Cisco Systems was more than 65 percent off its 52-week 
high and America Online was down 60 percent. In just one day, February 16, 2001, Nortel lost more 
than 30 percent of its capitalization, over and above previous losses. 

Together with Microsoft (down by more than 60 percent) and Yahoo! (80 percent down), the 
companies were the high fliers in the U.S. stock market, companies whose drop from grace exceed- 
ed the average by a margin. The performance of the Standard & Poor’s (S&P) 500 sector in the 
fourth quarter of 2000 can be described in a nutshell: Worst hit were semiconductors, then software 
firms, communications technology, and computer hardware, which all dropped into negative terri- 
tory. Even investment banks and brokerages lost 20 percent or more of their capitalization as 
investors started doubting that the expansion could continue. 

With market blues persisting in the beginning of 2001, about four months after the NYSE’s and 
most particularly NASDAQ's major retreat, there were good reasons for thinking that the old prin- 
ciple of buying on the dips was no longer a good strategy. The investors’ momentum, which helped 
to push technology stocks up to unprecedented levels 10 months earlier, was running in the oppo- 
site direction. 

Bargain hunters presumably require goods to be cheap. But even with the huge drop in 
price/earnings (P/E) ratios, “cheap” is a notion that could hardly apply to any of the prominent 
technology stocks. Something similar is true about the relationship between P/E and the compa- 
ny’s projected earnings growth (PEG) rate, as big and small companies misjudged the direction of 
product innovation while they spent lavishly on mergers and acquisitions and got overleveraged 
with liabilities. 

In addition, their management accepted risk for risk’s sake, not as part of a new challenge. 
There was also difficulty in deciding whether to choose to live in the Old Economy or put every- 
thing into the new. Bad business sense and bad planning compounded the failures and brought for- 
merly big-name companies into an unstoppable sliding track. That’s the story of Lucent 
Technologies and Xerox. 

The bubbles that contribute to the rise and fall of blue chips and any other equity have excessive 
debt as their common feature. The 1980s and 1990s saw an amazing explosion of liabilities, with 
the result that the virtual economy got unstuck from the real economy on which it was supposed to 
rest. This has been true of individual companies and of the U.S. economy as a whole. Speaking of 
averages: 

• In the 1960s federal debt grew 2 percent per year, while the annual rise of GDP was 7 percent. 
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• In the 1980s, federal debt zoomed up at more than 13 percent per year, with the corresponding 
growth of GDP still a little over 7 percent. 

• In the 1990s excesses in federal budget overruns were corrected, but companies and households 
specialized in the dangerous art of overgearing. 

When it crashed in September 1998, Long-Term Capital Management had a derivatives exposure 
of $1.4 trillion in notional principal, with a capital of $4 billion. This means a gearing of 350. 
AT&T, Lucent, Nortel, Xerox, and the other big names were not that deeply indebted, although they, 
too, were highly leveraged; but many of the dot-coms had thrown financial fundamentals into the 
wastepaper basket. Analysts and investors imagined that the Internet entrepreneurs were wizards 
able to walk on water and failed to account for their weak credit quality. 



LUCENT TECHNOLOGIES’ HANGOVER 

The graph in Exhibit 2.4 is not that of the fading fortunes of an initial public offering (IPO) but of 
the owner of the famed Bell Telephone Laboratories, the birthplace of many modern inventions 
from the transistor to lasers and optical fibers. From late August to October 2000 Lucent 
Technologies’ stock lost more than 60 percent of its value. Then it hit an air pocket and went down 
another 20 percent or so. Ill-advised strategic choices, wanting product planning, and inordinate 
high costs have been in the background of the debacle suffered by the company’s stakeholders. 

• In the short span of five months, shareholders have seen over 80 percent of the stock’s capital- 
ization go up in smoke, as the market penalized this equity for its mismanagement. 

• Executives and employees watched their stock options going underwater, and everyone knew 
that if the options stayed there a long time, the company would be forced to shell out precious 
cash to retain top employees. 



Exhibit 2.4 February to October 2000, Lucent’s Stock Price Tanks Like an IPO Bubble 
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This is a textbook case in mishandling one’s fortunes. Product planning went wrong because the 
top brass slept too long on old technology laurels. Yet the company owns Bell Labs, the world’s 
most renowned R&D center. For decades. Bell Labs had the magic formula that yielded some of the 
most important innovations of the twentieth century. But countless scientists and six Nobel laure- 
ates in physics cost money, and Bell Labs had no moneymaking culture. 

As the capital market administered its punishment, a big, famous company found out that cash 
flow and profits are not fruits that grow on trees, while liabilities have the nasty habit of becom- 
ing a pain in the neck. Year in and year out. Bell Labs got 1 1 cents of every dollar Lucent gener- 
ated in sales, a total of more than $4 billion in 1999. A tenth of that amount has been devoted to 
basic research, which is a normal practice. What was wrong was the product planning policies 
guiding the other 90 percent. After the debacle, Lucent said that it intends to reorganize the scien- 
tists and engineers into groups that would see a product from invention to production (and why not 
to sales?). 

This is a huge change from a nearly 100-year-old practice where researchers work in their own 
world and on their own pace. Experts at Wall Street also suggested that Lucent may even let ven- 
ture capitalists take a stake in and manage some projects to inject entrepreneurial drive and cash. 
Doing this will turn the old Bell Labs culture on its head. 

Physicists, engineers, and other scientists at Bell Labs will now be under pressure to develop 
marketable products and to deliver them at a fast pace. 

The board gave a sign that it wanted to see a better focus in the company’s business and a new 
person at the steering wheel. It fired the failed CEO and chose Henry B. Schacht as chairman and 
chief executive officer. The 2000 annual report stated that Lucent’s aim is that of lighting up a new 
kind of Internet: a broadband structure that will open the door to tomorrow’s rich applications, 
allowing people and companies to communicate “without limits.” There is nothing wrong with this 
concept, except that every other telephone equipment company targets the same market. 

Lucent’s new strategy increases the ranks of companies that tool up for mobile Internet, making 
it possible for users to tap the power of the Web from Net phones and other wireless devices. The 
new management wants to see Lucent become not only a revitalized company but also one capable 
of seizing the opportunities of the emerging Internet world through optical, wireless, and data-ori- 
ented networking services, enriched by advanced software solutions. 

If this is the company’s new core business, then there is no room for some of the more classical 
product lines, such as voice messaging, customer relationship management/call centers, company 
voice switching systems, structured cable products, and so on. In September 2000, Avaya was spun 
off (under the old management of Lucent) with some 78 percent of the Fortune 500 as customers; 
1.5 million user sites in 90 countries; and almost a half-million businesses with service agreements. 
In fiscal 2000, Avaya represented a $7.6 billion business. 

Agere Systems was also spun off. Its product portfolio includes integrated circuits for wireless 
and wired communications; computer modems; network elements; and optoelectronic components 
for optical networking solutions. Its fiscal 2000 business was $3.7 billion, excluding sales to 
Lucent. 

Lucent also let it be known that it will take a sharp knife to cut costs. This job fell on newly hired 
chief financial officer Deborah Hopkins. Starting in October 2000 — too late according to most 
estimates — all spending has been governed by strict guidelines on returns after the cost of capital 
is subtracted. Gone are the days of budget allocation based on seniority and on individual connec- 
tions or tastes. 
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At long last. Lucent’s top management seems to understand that liabilities cannot mount forev- 
er while the company continues being a big spender. Some cognizant people suggested that better 
days lie ahead only if the restructuring of Lucent’s business operations changes everything from 
product planning to R&D programs, market thrust, supplier management, the way of closing books, 
means of speeding collection of receivables, and a policy for reducing inventories. 

Lucent said as much by suggesting that each of its 95 product and service lines will be judged 
on its return on capital invested. Unbelievable as it may sound, until the debacle top management 
had only overall profit-and-loss statements from the company’s two main divisions. So many of 
Lucent’s products were sold internally to other departments that often it was impossible to distin- 
guish how much revenue each generated, let alone the cost required to produce it. 

Companies never learn from other entities’ mistakes and misfortunes. I had a case very similar 
to that of Lucent in the 1960s as consultant to the board of AEG-Telefunken, which was at its time 
one of Europe’s top five electrical/electronics firms. Salespeople were spinning their wheels inter- 
nally, losing precious time and adding to costs. Finally, management understood that this was bad 
business. The solution was to establish a company-wide planning system that served all departments 
and divisions along the lines described in Exhibit 2.5. The pillars were: 

• Sales forecasts 

• Optimal inventory levels 

• Interactive production schedules 

• Standard costs 



Exhibit 2.5 Referential and Concurrent Sharing in a Planning System 
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This did away with internal sales, since every department and division participated in the plans, 
the technical specifications, and the setting of standard transfer prices — which were tested for market 
competitiveness before being approved. This approach cut administrative costs most significantly, 
speeded up product development, and did away with a good deal of internal friction (agency costs). 

Another result of AEG-Telefunken’s technology- and business-based restructuring was that of 
mining the customer database in a cross-divisional way. Comparing P&L by transaction to standard 
costs also convinced senior management that many reps were giving away the store. The reason was 
perverse incentives. In the case of Lucent Technologies, also, the company’s salespeople were 
rewarded for their ability to bring in revenue and profits at the gross margin level. By contrast, cost 
control was left on the back burner, and net margin did not seem to be a criterion. 

Yet costs matter in all cases — and even more so when liabilities run high. Judging from the com- 
ments of Wall Street’s analysts. Lucent’s upside-down profitability algorithm had seen to it that hid- 
den costs of installation, training, and interest on loans to customers were largely ignored. It was 
therefore not surprising that return on assets for the nine months ended June 2000 dropped to 4 per- 
cent from 10 percent a year earlier. That is plain mismanagement. The company said that after 
restructuring, salespeople will know about costs, and they will be compensated for their ability to 
bring marketing costs under control. 

All the messages conveyed by these facts are like motherhood and apple pie. Management direc- 
tives are important, but only actions tell if a company can turn itself around. Part and parcel of a 
good solution is a sweeping change in top management, as Lee Iaccoca did when he took hold of 
Chrysler after the company went in free fall. In Chrysler’s case, at the end of the 1970s, not only 
was there a new CEO but of 35 vice presidents of the old regime, only one remained. By contrast, 
at Lucent, with a few exceptions the old tired hands stayed at the helm. The same is true of the peo- 
ple who orchestrated the downfall of Xerox. 



DOWNFALL OF XEROX 

To the untrained eye, the free fall of the stock price of Xerox, back in 1999, was one of the market 
surprises. Xerox was the first big name among technology companies to be hit by the market. The 
value of Xerox stock slid from a high-water mark of $64 in May 1999 to $7 in October 2000 and 
dropped to about $6 thereafter. The loss in capitalization is a cool 90 percent. In essence, the share- 
holders paid mismanagement’s bill. The statistics are telling: 

• The $6 or so level is just above the price at which Xerox listed in the New York Stock Exchange 
in 1961. 

• In just one day, October 18, 2000, the company’s shares plunged 36 percent. 

• Altogether, the market took back some $40 billion from the hands of Xerox shareholders. 

In October 2000 the immediate problem concerning investors was the fear that Xerox faced a 
credit squeeze. Such a squeeze was particularly dangerous because it did not seem that the compa- 
ny was able to manage its liabilities any more. In an October 10 Securities and Exchange 
Commission (SEC) filing, Xerox said that it had tapped into a $7 billion bank credit line. The mar- 
ket interpreted this statement to mean that Xerox management could not return to the credit 
markets to raise new funds and pay down previously floated debt that it had coming due. 

Team-Flij' 

31 



Challenges of Liabilities Management 



Profit and loss was dismal. Xerox lost $198 million in the last quarter of 2000, the largest quar- 
terly loss in a decade. Even the company’s own forecast did not suggest it would edge back into 
profits until the second half of 2001, at the earliest; this date seems to be too optimistic. With $2.6 
billion in debt coming due in 2001 and the $7 billion bank loan looming in 2002, Xerox is cutting 
spending, firing workers, and trying to raise $4 billion by selling assets. 

To beef up its extra thin cash-in-hand position, Xerox borrowed from GE Capital $435 million 
secured by European receivables. Expenses have been trimmed all over the firm. Management has 
even cut back on . . . xeroxes. Citing some indicators of the slowdown in the U.S. economy, the 
December 24, 2000 New York Times reported that “Xerox, of all companies, reportedly asked its 
employees not to make so many photocopies.” 

Other companies faced problems in the fourth quarter of 2000, but most of these were small 
potatoes compared to the Xerox debacle. With about $4 billion remaining on its credit lines and a 
BBB rating from Standard & Poor’s, Wall Street did not believe the company was in imminent dan- 
ger of declaring bankruptcy, but neither could analysts forget that, at the same time. Xerox was 
faced with a: 

• Mismanaged portfolio of liabilities 

• Long list of operational problems 

• History of management snafus with its product line 

Dr. Louis Sorel, a professor of business policy at UCLA, would have put the third item first. 
Sorel believed that product line failures are the most frequent salient problem of industrial compa- 
nies. (A salient problem is the one to which top management must address its immediate and undi- 
vided attention, because left to its own devices the salient problem kills the firm.) 

From the time of its acquisition of the computer firm of Max Palevski, back in the 1960s, which 
it mismanaged in the most flagrant manner, Xerox had difficulties handling any technology other 
than pure xerography. This did not matter much as long as xerography had plenty of sex appeal, but 
it became a liability when that appeal faded. 

In the 1960s, other companies had used xerography as a way to reinvent themselves. When Rank 
teamed up with Xerox in the United Kingdom to form Rank-Xerox, Rank was mainly a cinema 
company, complete with starlets, accommodating couches, and the famous gong whose bong was a 
Rank film’s trademark. To this it added photocopying, which proved to be one of the best products 
of the twentieth century. The Xerox deal extended Rank’s life beyond its natural span. That is how: 

• Evolution works in a market economy. 

• Resources move from failing business lines to rising ones. 

• Extinction comes when a company runs short of brilliant ideas on how to move ahead. 

The last bulleted item tells, in a nutshell, the story of Xerox and of so many other companies that 
let themselves age — and then they faded. In a way closely emulating Lucent’s failure to get value 
out of the immense human resources of the Bell Telephone Laboratories, Xerox was incapable of 
commercializing breakthroughs made in its avant-garde Palo Alto Research Center (PARC) in the 
1970s and 1980s. Speaking in business terms, it got no mileage out of such breakthroughs as: 
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• The Ethernet in local area networking 2 

• Human interfaces to the personal computer 

• The inkjet printer for desktop document handling 

3Com, Digital Equipment, and many other companies capitalized on the Ethernet; Apple and 
other computer vendors did the most with the mouse and other interface breakthroughs by Dr. Alan 
Kay; Hewlett-Packard built a profitable division on inkjet printers, larger now than all of Xerox. 
These are the facts. As Aldous Huxley so aptly suggested, “Facts do not cease to exist because they 
are ignored.” 

As if these persistent and severe product failures were not enough, the last few years also have 
seen a large amount of executive-suite discord, infighting, and musical chairs. The main players in 
the Xerox version of musical chairs have been the company’s two CEOs: the elder Paul A. Allaire, 
who became board chairman, and the newer G. Richard Thoman, who rightly or wrongly was fired 
by the board after a relatively short stint at the helm. 

The story of Allaire and Thoman is that of the insider and outsider, and it resembles in many 
ways that of Simon Knudsen — the General Motors executive vice president who parachuted as 
president of Ford to find a wall of resistance by the insiders. In Xerox’s case, Thoman, the outsider, 
and a small group of like-minded executives were newcomers to the company. Allaire and those 
executives he supported were the insiders; they were the senior management team Allair had assem- 
bled since he was first named CEO in 1990, and they stayed loyal to him. 

Thoman came to Xerox from IBM, like Armstrong, who brought AT&T to its knees. (Armstrong 
also had had a stint at Hughes.) Thoman and his small team shared the belief that Xerox needed to 
reinvent itself to succeed in the New Economy. But “reinventing” means pain and bold action — it 
is not done only through words or good intentions. The outsiders were not able to convince the 
insiders that for Xerox, change was a do-or-die proposition. 

According to an article in Business Week, Allaire insists that he did nothing to impair Thoman’s 
authority. “There can only be one CEO, and I respected that,” he said, adding that Thoman erred 
in forcing a pace of change on Xerox that it simply could not withstand. “The problem Rick had 
was he did not connect well enough with people to get a good feel of what was going on in the 
organization and what was and wasn’t possible.” 3 This statement in itself is wrong because of its 
contradictions. 

Either because of management infighting or plain inability to run a technology firm, Xerox could 
not adapt to the challenge of the Internet, which shifted much of the work formerly done by copiers 
to desktop printers. At the same time, the company alienated customers through an ill-conceived 
reorganization of its sales force that seems to have solved practically none of the problems it tar- 
geted in the first place while creating some new ones. 

No doubt, transforming a company when the underlying technology changes rapidly is in itself 
a great challenge. But that is why top management is paid such high salaries, bonuses, and options. 
The challenge can be faced with excellent management skill, able to wholly appreciate that com- 
panies can be crippled by the very things that made them strong: 

• Serving their core customer base in an increasingly competitive manner 

• Keeping profit margins high, even when if they face disruptive technologies and predatory pricing 
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Rapid innovation cycle aside, the net result of disruptive technologies is that mismanaged com- 
panies are having a growing amount of trouble making money in a market more and more charac- 
terized by low profit margins. Without a major paradigm shift, short product cycles make the search 
for a solution even more elusive than it has been so far — while the liabilities portfolio weighs very 
heavily on the company’s future. 

Management excellence is served through a rigorous internal control and auditing function along 
the lines described in Exhibit 2.6. The rapid pace of technological change sees to it that in the case 
of technology companies, such as Lucent and Xerox, auditing should not be limited to the account- 
ing books. It should be feeding the internal control system with reasonable and logical answers to 
queries about timetables, deliverables, quality assurances, and costs. Anything short of that is a 
commonsense bypass with disastrous consequences. 4 



SHIFT FROM REAL TO VIRTUAL ECONOMY AND THE CHALLENGE OF THE 
SERVICE INDUSTRY 

Earlier I made reference to the shift from the real to the virtual economy. This shift of econom- 
ic activity to the virtual world is an event for which there exists no precedents, and therefore no 
pragmatic evaluations can be made regarding its extent and aftermath. What could be said is that, 
by all evidence, the New Economy is likely to give rise to business cycles characterized by swings 



Exhibit 2.6 Bifurcation in Self-Assessment Through Internal Control and Auditing 
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in volatility. Both credit volatility and market volatility will likely reach new heights that, at the 
present time, are unfamiliar to investors — all the way from questionable loans to disruptive pricing 
and stock market swings. Many years down the line, people looking back may even say that 2000 
was a relatively calm period compared to financial events taking place in, say, 2020. 

There are many reasons for growing volatility in the financial markets. At the top of the list is 
the switch from assets to liabilities as a basic frame of reference. But this is not the only reason. 
Another reason is that the New Economy still contains many practices from the Old Economy that 
act as roadblocks, red tape, or points of friction. Labor relations between companies and unions is 
an example. 

At Verizon Communications, the merged entity of Bell Atlantic, GTE, and some other firms, 
Communications Workers of America (CWA) and the International Brotherhood of Electrical 
Workers (1BEW) still represent some 53 percent of the approximately 250,000 workers. The CWA 
seems determined not to repeat its experience with AT&T, where the union share shrank to about 
25 percent as AT&T merged with cable and wireless companies. With the Verizon strike, labor 
unions won the right to unionize nonunion divisions once 55 percent of employees sign union cards. 
The practice of unionization, which dates back to the nineteenth-century Industrial Revolution, is 
poison to both the concept of leveraging that characterizes the New Economy and the mechanics of 
the service industry, which depends on labor flexibility to grow and survive. 

In Euroland (the 12 countries which make up the euro zone), financial research institutes pro- 
duce dismal statistics demonstrating that the European Union (EU) is overexposed to the disruptive 
effects of labor union strikes, overregulated, and overtaxed as compared to the United States. Nor 
are bankruptcy laws up to date. It takes a bankrupt company in the EU more than eight times longer 
than one in the United States to be free from its creditors’ demands and able to try again. 

In short, labor unions are too strong, governments too immobile, while costs and taxes are 
too high. Another problem is the relatively lower quality of Europe’s information and communica- 
tions technologies, which are unfit in a New Economy setting. The cost of access to the Internet 
is more than double compared to the United States. Inventiveness and the funding of R&D are 
another casualty. The rate of applications for new patents runs at half the American rate and a third 
of lapan’s. 

The traditional economic concept of services as a tertiary sector or set of economic activities 
greatly undervalues their actual role. In today’s economy, services need to be viewed as functional 
components of the value chain associated with all products and business activities. The contribution 
of sophisticated services must be properly acknowledged and measured. 

• Innovation in services is proceeding rapidly, and it increasingly poses challenges to the tradi- 
tional way we have looked at the design of services and their control. 

• In all their emerging forms, the Internet and digital wireless technology are transforming the 
manner in which a wide range of services are being produced, consumed, and intermediated. 

There is also the fast-developing concept of knowledge-based services, such as the design of cus- 
tom-made derivative instruments and personalized risk control systems. The concepts behind them 
are critical to the New Economy, emphasizing the fact that production and consumption of many 
services increasingly require an advanced base of knowledge and skills available to 
a growing proportion of the population in developed countries. This introduces new notions of 



35 




Challenges of Liabilities Management 



intermediation and disintermediation, whereby established intermediaries are displaced; as well as 
reintermediation, where new intermediaries are introduced through new technological advances. 5 

Largely written in the nineteenth century at the time of the Industrial Revolution, labor laws 
are out of place and out of date in a knowledge society. European companies complain that current 
laws to protect workers are 14 times stricter than in the United States, where the hire-and-fire prin- 
ciple dominates. The largest resistance to change comes from French and Italian politicians of both 
left and right and their labor union leaders, who are keen to promote a European social agenda — 
whatever this means: 

• Guaranteeing workers’ rights but not their obligations 

• Unwilling to negotiate social clauses that no longer make sense 

• Stressing the fight against social exclusion, at whatever cost 

When she was the French labor minister, Martine Aubry said: “Economic growth and social 
cohesion are mutually reinforcing. When society is more inclusive, it performs better.” Business 
leaders responded that the opposite is true: “When an economy performs well, society is more 
inclusive.” 6 Too many rights and too few responsibilities poison the entrepreneurial future, and 
nowhere is this more true than in a service economy. 

No one should ever forget that services are at the very core of the New Economy. They are both 
connected to and distinct from the Old Economy systems of production, distribution, consumption, 
and intermediation. Experts believe that the New Economy is essentially a Net economy, including 
Internet commerce that, in spite of the setbacks we have seen, is fundamentally transforming current 
society into a different services mesh by combining technology, knowledge, and capital markets. 

If we leave aside the forces released by booming liabilities and derivative financial instruments, 
we will see that the forces of this on-line global economy are instrumental in generating new prod- 
ucts and new types of services. Featherbedding can kill them. Because this risk of interference by 
the past is always present, both believers and nonbelievers in the shift from the Old Economy to 
the New have major queries: 

• Is there really a New Economy and, if so, how does it differ from the old? 

Surely, as we just saw with Verizon, the answer is not in new forms of labor relation. Neither, as 
demonstrated with Lucent and Xerox, could the answer be in getting rid of mismanagement — 
which is a nearly impossible task. But there should be a response to this query, and the capital mar- 
kets have had thrust upon themselves the role of watchdog of corporate efficiency. 

• Are services being created, provided, and used in a different way in the New Economy from in 
the past? 

To answer this query we must first define in fairly concrete terms what role new services play 
in the different economic sectors of the New and the Old Economy. Also, we must define the key 
factors upgrading and downgrading them. Part and parcel of this last reference is the question 
of whether a horizontalization of services is taking place, and how far it goes — which brings up 
another query: 
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• What implications will the horizontalization of services have on national and global economic 
and business activities? 

For instance, in the PC industry, the horizontal model sees to it that personal computer manu- 
facturers get software from Microsoft and chips from Intel rather than use their own resources to 
cover every type of supply. Transition from the vertical model — where the same manufacturer 
makes the chips, the computer, and the software — to the horizontal model can be painful. IBM 
found that to its dismay when in the early 1980s it adopted Microsoft’s DOS for its PC. 

• Because of horizontalization, services are no longer represented in the form of discrete activi- 
ties as banking, insurance, or travel. 

• Instead, they show up in horizontal integrated forms, like all-banking, a practice encouraged by 
the Internet, wireless solutions, and nomadic computing. 

Horizontalization does not relieve a company from taking responsibility for product innovation 
and the whole user experience, but it does away with the monopoly a company exercised in the mar- 
ket. Similar issues may be raised about many other subjects that have so far benefited from rather 
limited research in regard to their economic and social aftermath, as contrasted to lavish money 
spent on technology’s side, such as money spent on discoveries in genetic engineering and nan- 
otechnology (molecular-level engineering). 

Molecular-level engineering may lead to vast transformations in the way industry works. Indeed, 
experts believe that molecular-level engineering will oblige some companies to renew their business 
practices well beyond their technological base. It might also enable terrorists to unleash mayhem 
far more dangerous than the nuclear threat. As Bill Joy, one of the better known technologists, has 
suggested: “These technologies are going to create a quadrillion dollars of wealth . . . but we do 
have to deal with the risks. The future is rushing at us at incredible speed, and people just haven’t 
thought it through.” 7 Think of this when you contemplate whether the New Economy might be just 
a passing fancy. 



FINANCIAL STAYING POWER AND BUSINESS TURF 

In the very competitive, capital-intense, globalized environment created by the New Economy, 
companies that care for their survival run their businesses on a sound financial footing. They use 
financial strength to accelerate growth while continuing to dominate the markets they serve. They 
also build quality products at competitive prices and see to it that their facilities are furnished with 
the best equipment and tools available, so that their staff can be productive and effective. 

• The first law of capitalism is healthy cash flow (see Chapter 9) and good profits. 

Prerequisite to cash flow sales is performance. Well-managed firms may lower prices to enter 
new markets or to keep a competitor from getting a foothold in their customer base, but to do so 
they are careful to revise downward their costs. They also may use pricing as a tool to buy market 
share. (This is typically done when the firm has financial staying power, because price wars require 
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large sums of cash.) Running out of money or of the ability to borrow it means that the company 
cannot maintain its image or protect its business turf. 

• The second law of capitalism is Darwinian: survival of the fittest in all walks of business. 

One of the characteristics of the environment we call “the New Economy” is that it does not 
allow any sector or any company to become less efficient than its competitors- and survive. 
Management must not only have clear strategic directives but also must know how to mine its data, 
how to spot productivity payoffs, how to be ahead of the curve, and how to foresee bottlenecks in 
the pipeline. 

If management fails in this mission, the company’s stock gives back its gains during the last cou- 
ple of years, or even more than that. One big difference with the Old Economy is that, in the New 
Economy, the penalties are swift. Companies can lose 50 or even 90 percent of their capitalization 
at lightning speed, as Compaq, Xerox, and Amazon.com (among others) found out the hard way. 
Just rest on your laurels for a while and you are out of the running. 

• The third law of capitalism is that nothing is really predetermined. 

Although each epoch has its principles, these change over time as the economic and financial 
system adapts to new drives, new inventions, and new challenges. Our epoch’s principle is to keep 
costs low, very low, to make business innovation instantly available to everyone, at any time, every- 
where — and to do so while making good profits in spite of featuring rock-bottom prices. 

The Internet has cast itself into this role of market push and pull. It is promoting emerging indus- 
tries but also leveling the global playing field by speeding the flow of information and communi- 
cation. Throughout the world, small local economies take advantage of this rapid succession of 
opportunities, which would have been impossible without technological prowess. But emerging 
industries and emerging markets also have risks, and with the New Economy such risks involve 
many unknowns. 

As we have seen in this chapter through practical examples, some of these unknowns come by 
surprise, and they do so with increasing frequency. The disruptions and uncertainties the New 
Economy experienced with the two major corrections of the NASDAQ and of the New York Stock 
Exchange in 2000 have sent organizations scrambling for professional guidance. This guidance is 
not forthcoming because major financial institutions as well as the technology companies respon- 
sible for the changes taking place are themselves struggling to make the right guesses on the course 
they should follow. 

Precisely because there is no precedence to the twists of the New Economy and to the fact that 
governments, companies, and consumers focus more and more on the liabilities side of the balance 
sheet, both bulls and bears can make a point that is difficult to refute. One thing that can be said 
with relative certainty is that together with globalization, the New Economy has a deflationary 
effect: 

• Globalization not only provides worldwide markets but also gives companies one more incen- 
tive to shift labor-intensive tasks abroad. 

• The virtual economy adds to this by igniting a race to shift formerly complex jobs such as pur- 
chasing to the World Wide Web, aiming at sharp reduction in costs. 
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Within less than a month after the three big U.S. automakers got together to exploit the tremen- 
dous savings in the supply chain through i-commerce in March 2000, 8 six tier-1 auto parts suppli- 
ers — Delphi Automotive, Dana, Eaton, TRW, Motorola, and Valeo (of France) — -joined forces to 
examine potential Internet commerce initiatives to accelerate cost savings; they know that for their 
principal clients, cost cutting of up to 10 percent will have to come from further down the food chain. 

For the six, cost reduction by 10 percent represents an estimated annual $25 billion per year. 
Let’s not forget that the $25 billion to be saved by motor vehicle manufacturers will be missing from 
the pockets of other entities. If the auto parts suppliers are successful in cutting by that much their 
procurement costs, the $25 billion will be a shortfall to their suppliers. It is a basic Old Economy 
and New Economy principle that there is no free lunch. 

The impact of the weight of big companies on the suppliers market is both global and local; it 
has a major impact on the economies of many countries. A good example is the weight of the U.S. 
economy in a globalized, technology-driven business landscape. Technology policy and the man- 
agement of change helped in creating the conditions for faster growth with little inflation. These are 
important competitive advantages because the New Economy does not eliminate the normal con- 
straints of the business cycle, as the events of 2000 and 2001 document. 

Even in the United States, where the forces of the New Economy are on the move, it is wise to 
take notice that despite talk of a consumer-led boom, business investment is outrunning consump- 
tion. In the first quarter of 2000 consumer spending rose at a 12 percent annual rate, while business 
investment in equipment, software, and other technological infrastructures rose at a 21 percent rate. 
This brings the question of leveraging into the picture again. 

• Business investment rises by a double-digit number because businesses project a growth in prof- 
its from great efficiency and capacity expansion. 

• But the cash flow is in the future. In the short run, the money comes from loans and commer- 
cial paper, increasing by so much the liabilities side of the balance sheet. 

A salient question with the New Economy is when supercharging becomes critical. Attempts to 
fine-tune a company’s decisions (as well as the economy) can miss their marks by a margin, since 
it is hard to know just what the true speed limit of the economy is. Very low interest rates, practiced 
in the 1990s and even today in Japan, bring with them lots of negatives — among them the feeling 
that money is free of cost. Equally bad is raising rates too high. This can smother the incentives for 
business investment that help sustain business confidence. 
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Liabilities and Derivatives Risk 



Companies are getting more sophisticated in managing the leverage inherent in their way of financ- 
ing expansion in the New Economy. This sophistication is particularly true of entities that realize 
that managing financial risks is key to their survival, as the focus shifts from the stock of goods sold 
to financial well-being. The problem is that they have to master all matters involving exposure in a 
globalized economy: not only credit risk, interest-rate risk, and currency risk but also equity risk, 
operational risk, legal risk, insurance risk, and cross-border counterparty risk. 

Solutions targeting a polyvalent approach to risk management are made more complex because 
of the compound effect of liabilities created through an inordinate amount of lending and by deriv- 
ative financial instruments. This process involves many unknowns, because the entire financial mar- 
ket, its products, and all of its players are in a sea of change. Today’s dynamic environment will 
continue being fairly unpredictable in the near future, as new instruments come onstream. 

In the last two decades, off-balance sheet financing has come out of nowhere to become a 
top market challenge. 1 Derivatives have brought to industry as a whole, and most particularly the 
financial sector, both new business opportunities and a huge amount of risk. They have injected 
liquidity into the market, which is welcome. But they also have inflated the liabilities side, apart 
from creating a new concept — that of balance sheet items that one moment are assets and the next 
liabilities, depending on how the market turns. 

One reason why the derivatives business boomed in the 1990s was that increased volatility in 
world financial markets pushed investment managers toward hedging instruments. Derivatives do 
serve to fine-tune exposure to a particular market or sector in the economy. An investor who has 
confidence in an emerging market, but not in the local currency, can obtain exposure to the equities 
while hedging away the currency risk by using foreign exchange derivatives. 

The problem is such hedges can go overboard. Derivatives trading generates compound risk 
because of the tendency to go well beyond pure hedging into some sort of speculation. The con- 
tractual or notional amounts of hedging changes and instruments reflect the extent of involvement 
a company has in particular classes of derivative financial products. Until recent regulation changed 
off-balance sheet reporting practices, the maximum potential loss could greatly exceed any 
amounts recognized in the consolidated balance sheet. 

Experience from past bursts of market activity suggests that eventually the system defined by 
derivative financial products will settle down. No one, however, projects that this will happen in the 
immediate future, as new exotic instruments continue to pop up. Research carried out during 2000 
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and the early part of 2001 reveals that banks tend to allocate about two-thirds of their credit line 
toward counterparties to off-balance sheet operations and one-third to loans. This tells a lot about 
accumulated exposure. 

Derivatives are used to trade and speculate in practically every commodity, magnifying both risk 
and return. This chapter discusses the price of oil, but practically any other commodity would do, 
such as an equity index or an individual stock price. Derivative financial instruments also help to 
create tax havens and serve as a vector for switching from the real to the virtual economy and back. 
How this is done will be explained through case studies, but first we must explain where the risks 
lie with derivatives. 



RISK AND RETURN EMBEDDED INTO DERIVATIVES CONTRACTS 

Although there are a number of exchange-traded derivative instruments, the bulk of derivatives con- 
tracts is found in bilateral accords. Most trades are concluded over the counter (OTC) between two 
counterparties that are supposed to know what they are doing as well as the amount of exposure 
they assume. Neither is necessarily the case because many bankers and other investors decide not 
on the basis of cause and effect but on perceptions. 

An example is the perception that cost differences between cash and future markets are a justi- 
fication for dealing in derivatives. An asset allocation program might seem to be more cost-effec- 
tive using derivative instruments, but in reality what is at play is leveraging, hence liabilities. Lack 
of rigorous risk management tilts the scales on the liabilities side, even if money managers perceive 
some trades as fine-tuning between the use of debt and the use of equity derivatives. 

• In the fixed-income markets, derivatives often are used for customization reasons. 

• On the equity side, derivatives are favored as a means to increase liquidity and to act as proxy. 

These are no riskless trades; as a general rule, however, the only unsuitable investment is the one 
the investor or trader does not understand in terms of its nature and its risks. To make profits, 
bankers must learn more about hedging techniques using futures, options, and the cash market. 
They also must appreciate that portfolios laden with debt derivatives are hard to trade and conse- 
quently carry greater risks in adverse markets, liquidity being one of them. Derivatives might help 
to lower risk only if they are used properly. The list of instruments includes: 

• Interest-rate swaps of less than two years 

• Interest-rate options, caps, floors, collars 

• Interest-rate currency swaps 

• Interest-rate or currency swaps linked to a bank loan 

• Interest-rate or currency swaps linked to a debt issue 

• Cross-currency swaps 

• Some types of swaptions 

Other examples are interest-rate futures; exchange traded options; forward interest-rate agree- 
ments (FRA); equity derivatives such as warrants, index options, and futures; commodity futures 
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and commodity swaps; credit derivatives, including junk bonds and bank loans swaps; as well as 
certain customized packages of derivatives products. 

Exhibit 3.1 and Exhibit 3.2 show the evolution of the on-balance sheet and off-balance sheet 
portfolio of a major financial institution over five consecutive years. While both derivatives-based 
assets and derivatives-based liabilities have grown rapidly, the liabilities increased faster, exceeding 
the corresponding assets. This talks volumes in terms of risk. 

Derivatives contracts typically specify a notional principal amount. Notional principal is a term 
borrowed from the swaps market, where it signifies the quantity of money never actually paid 
or received but used as the basis for calculating the periodic payments of fixed or floating rate 
interest, //notional principal is taken as the frame of reference, then: 

• Each of the 30 largest banks in the world — American, European, and Japanese — will have on 
average the equivalent of $3 to $4 trillion in off-balance sheet exposure. 

• The top three financial institutions most exposed in derivatives will have in excess of $10 tril- 
lion notional exposure each. 

Notional principal amounts are no monkey money, but they are not a real level of exposure either. 
To turn notional amounts into real money, the notional principal has to be demodulated by a certain 
factor, which typically varies between 6 and 30, depending on a number of circumstances. 2 These 
include volatility, liquidity, cash flows, market nervousness, and the type of instrument being traded 
or in the portfolio. 

Even demodulated, potential liabilities resulting from derivatives exposure are huge. Prior to 
their merger, both J. P. Morgan and Chase Manhattan had a demodulated derivatives exposure in 



Exhibit 3.1 Assets with the Results of On-Balance Sheet and Off-Balance Sheet Operations 
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Exhibit 3.2 Liabilities with the Results of On-Balance Sheet and Off-Balance Sheet Operations 




excess of their assets and greater than their equity by more than an order of magnitude. According 
to a report by OCC, by mid-2001 the notional principal exposure of the merged JP Morgan Chase 
had hit $24.5 trillion. 

Monitoring such huge sums is difficult. It requires a top-notch infrastructure, models, massive 
real-time risk management systems, and a board always ready to take corrective action. However, 
most financial instutions are not tooled to do such monitoring, and most lag behind in nontraditional 
financial analysis and in risk management systems. 

Because many derivatives trades are large and of a global nature, they can be supported only 
through cutting-edge technology, which very few financial institutions and industrial companies 
really master. Both risk control and nontraditional financial research are very important, as currently 
fashionable off-balance sheet trades and portfolios are rarely examined objectively in terms of pos- 
sible repercussions when the market turns against the investor. 

Keep this in mind when reading the next section about the effect of derivatives on oil prices. If 
mammoth financial institutions are not able to keep under lock and key their derivatives exposure, 
think about oil traders and other commercial companies trying to corner the market by inflating the 
liabilities side of their balance sheets. Through derivatives, the familiar domain of stocks and bonds 
has given rise to an impressive range of new financial instruments. Many of these instruments are 
understood imperfectly by bankers, traders, and investors, and practically all are computer-generat- 
ed, databased, and handled through networks. 

Because they are designed and promoted through advanced software, these instruments provide 
the basis for sophisticated investments whose implications are not quite appreciated by even their 
developers. Only a few people realize that, in terms of value assessment, they are marked to model 
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rather than marked to market-if for no other reason than because OTC-traded instruments have no 
secondary market. 

This lack of understanding is compounded by the fact that despite the efforts of the Financial 
Accounting Standards Board (FASB) and of the Securities and Exchange Commission (SEC), 
financial disclosure has often been wanting. Until quite recently the reporting convention for deriv- 
atives was a footnote to financial statements, although all over the globe derivatives’ use was mush- 
rooming. Statement of Financial Accounting Standards 133 (FAS 133) put financial reporting on 
derivatives on a reliable basis. 3 

Well-managed financial institutions not only comply with regulations regarding reliable finan- 
cial reporting but also carefully plot trading revenue and upkeep this plot intraday in real time. 
Published with the permission of Credit Suisse, Exhibit 3.3 explains what is meant, albeit on a daily 
profit and loss basis. For management control reasons, graphical presentation should cover: 

• Every financial instrument being traded 

• Every major counterparty 

• Any place in global operations 

• Any time of day or night 

Here is an example of what happened before reliable financial reporting on derivatives exposure 
became the law of the land and real-time systems the way of tracking exposure. In March 1994 the 
managers of a big hedge fund that used derivatives to speculate were caught in a vice; they had bought 
bonds heavily with borrowed money, betting that their prices would stay high. When prices dropped, 
however, reducing the collateral value of the bonds, the traders were forced to dump their holdings 
for whatever they could get to raise cash to pay off the loans. This led to a torrent of red ink. 



Exhibit 3.3 Distribution of Daily Trading Revenue (P&L) at Credit Suisse First Boston 




Source : Credit Suisse Annual Report, 1998. 
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All of this is relevant in a book on liability management because derivatives result in huge lia- 
bilities that can turn an entity — be it a financial institution, industrial company, commercial enter- 
prise, or any other — on its head. Corporate treasurers also have joined in the game. Derivatives now 
form a basic component of the portfolios of thousands of corporations, even if the dealers them- 
selves comprise a relatively small number of lead players, including: 

• Big commercial banks 

• Better-known investment banks 

• Some major securities firms, and 

• An occasional insurance company. 

These lead players and their followers trade off-balance sheet not only with manufacturing com- 
panies, insurance firms, mutual funds, hedge funds, and pension funds but also among themselves. 
One of the major risks facing the financial system today is that more than 50 percent and, in some 
cases up to 80 percent, of the derivatives trading is bank to bank. One bank’s liabilities have always 
been another bank’s assets; but with derivatives these exchanges are denominated in gigabucks. 



WHY AN INDUSTRIAL COMPANY IS INTERESTED IN DERIVATIVES 

Not only banks but also industrial companies have a need for hedging credit risk and market risk. 
They have to account for exposure to credit loss in the event of nonperformance by the counterpar- 
ty. For this reason, they establish limits (see Chapter 8) in connection to financial guarantees and 
commitments to extend credit. 

Managers should not believe in pie-in-the-sky statements, such as the ability to reduce credit risk 
by dealing only with financially secure counterparties. There is plenty of scope in continuously 
monitoring procedures that establish limits to credit exposure and ensure appropriate reserves for 
losses. (This topic is discussed in more detail later.) 

Similarly, all financial instruments inherently expose the holders to market risk, including 
changes in currency and interest rates. Currency risk is most relevant when a company conducts its 
business on a multinational basis in a wide variety of foreign currencies. Companies enter into for- 
eign exchange forward and option contracts to manage exposure against adverse changes in foreign 
exchange rates. 

Foreign exchange forward contracts are designated for firmly committed and properly forecast 
sales and purchases that are expected to occur in less than one year. The notional amounts for for- 
eign exchange forward and option contracts must be designated in accordance with such commit- 
ments and forecasts. 

According to FASB 131, gains and losses on all hedged contracts for anticipated transactions must 
be recognized in income when the transactions occur and are not material to the consolidated finan- 
cial statements. By contrast, all other gains and losses on foreign exchange forward contracts must 
be recognized in other income as the exchange rates change. Therefore, they have to be reported. 

The line dividing legitimate currency exchange derivatives from speculation is often very thin. It 
is legitimate when the company engages in foreign currency hedging activities to reduce the risk 
that changes in exchange rates will adversely affect the eventual net cash flows resulting from: 
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• Sale of products to foreign customers 

• Purchases from foreign suppliers 

Hedge accounting treatment is appropriate for a derivative instrument when changes in the value 
of the derivative we deal with are substantially equal, but negatively correlated, to changes in the 
value of the exposure being hedged. The last sentence defines the concept of achieving risk reduc- 
tion and hedge effectiveness. 

Because nothing is static in business, hedge effectiveness must be measured steadily by com- 
paring the change in fair value of each hedged foreign currency exposure at the applicable market 
rate with the change in market value of the corresponding derivative instrument. This steady mon- 
itoring is as necessary for currency risk as it is for interest-rate risk. A company may enter into cer- 
tain interest-rate swap agreements to manage its risk between fixed and variable interest rates and 
long-term and short-term maturity debt exposure. 

A similar statement applies to monitoring credit risk, which may come from different sources, 
such as letters of credit, commitments to extend credit, and guarantees of debt. Letters of credit 
address a company’s creditworthiness. They are purchased guarantees that assure a firm’s perform- 
ance or payment to third parties in accordance with specified terms and conditions. 

Commitments to extend credit to third parties are conditional agreements usually having fixed 
expiration or termination dates as well as specific interest rates and purposes. Under certain condi- 
tions, credit may not be available for draw-down until certain conditions are met. 

Guarantees of debt rest on a different concept. From time to time, a manufacturer may guaran- 
tee the financing for product purchases by customers and the debt of certain unconsolidated joint 
ventures. Generally, customers make such requests for providing guarantees, and these requests are 
reviewed and approved by senior management. Such financial guarantees also might be assigned to 
a third-party reinsurer in certain situations. 

Good governance requires that senior management regularly reviews all outstanding letters of 
credit, commitments to extend credit, and financial guarantees. The results of these reviews must be 
fully considered in assessing the adequacy of a company’s reserve for possible credit and guaran- 
tee losses. Exhibit 3.4 presents credit exposure of a technology company for amounts committed 
but not drawn down and the amounts drawn down and outstanding. The former may expire without 
being drawn upon. Hence, amounts committed but not drawn down do not necessarily represent 
future cash flows. 



Exhibit 3.4 Commitments to Extend Credit to Customers by a Major Telecommunications 
Equipment Vendor (in millions of dollars) 
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$700 
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While between 1999 and 2000 there was little change in the amounts committed to extend cred- 
it, guarantees of debt zoomed. Amounts drawn down and outstanding increased by 258 percent; 
those committed but not yet drawn down increased by 700 percent. This demonstrates the vulnera- 
bility of vendors to credit risks associated to their “dear customers.” 

In 2000 and 2001 severe credit risk losses hit Nortel, Lucent, Qualcomm, Alcatel, Ericsson, and 
other vendors of telecommunications equipment. To extricate themselves somewhat from this sort 
of counterparty risk related to their product line, manufacturers resort to securitization. Vendors can 
arrange with a third party, typically a financial institution, for the creation of a nonconsolidated 
Special Purpose Trust (SPT) that makes it possible to sell customer finance loans and receivables. 
This can happen at any given point in time through a wholly owned subsidiary, which sells the loans 
of the trust. 

Financial institutions do not like to take credit risk and market risk at the same time. Therefore, 
in the case of foreign currency- denominated loans and loans with a fixed interest rate, they ask the 
manufacturer securitizing its receivables to indemnify the trust for foreign exchange losses and 
losses due to volatility in interest rates — if hedging instruments have not been entered into for such 
loans. As has already been shown, it is possible to hedge these risks. 



OIL DERIVATIVES AND THE IMPACT ON THE PRICE OF OIL 

Today oil accounts for a much smaller part of the economy than it did in the past, yet no one would 
dispute its vital role and the impact of its price on business activity and on inflation. In year 2000 
the part of the economy represented by oil stood at about 1 percent. This percentage compared 
favorably to 1990, when oil represented 2.5 percent, and the end of the 1970s, when it stood at 6.5 
percent. The economy, however, grows and, therefore, as Exhibit 3.5 documents, the number of bar- 
rels of Brent oil produced over the previous 10 years has not appreciably diminished. 



Exhibit 3.5 Number of Barrels of Brent Oil Produced per Year (Millions) 
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While we often think in terms of greater efficiency in the use of energy sources, the surge in 
demand for oil because of economic growth is often forgotten. When this happens, analysts reach 
mistaken conclusions. For example, in a meeting at Wall Street in mid-2000 I was told there was 
scant sign of the oil price rise feeding into the rest of the economy. I was given the example that: 

• Energy prices soared 5.6 percent in June 2000, outstripping food and direct energy costs. 

• By contrast, the core consumer prices rose just 0.2 percent, the same as in May 2000. 

Other analysts also suggested that if companies offset rising energy prices by becoming more 
efficient, then the New Economy would not be in trouble. But in late 2000, when the NASDAQ 
caved in, this particular argument turned around full circle. A new consensus has been that soaring 
energy prices were one of the major reasons for worry about the future of equity prices — because 
such increases eventually filter into the consumer price index. 

Not to be forgotten, however, is the effect of oil derivatives, which contribute a great deal to the 
manipulation oil price. Financial analysts now say that the increased use of oil derivatives to bid up 
the price of petroleum has succeeded in changing the price structure of oil and oil products, much 
more than OPEC has ever done. As has been the case with gold contracts: 

• Speculators are active in trading oil futures, which represent a sort of paper oil. 

• These futures are greatly in excess of the volume of oil that is produced and actually delivered 
at oil terminals on behalf of such contracts. 

As happens with other derivative instruments, oil derivatives accelerate the pace of trading. To 
appreciate how much acceleration occurs, keep in mind that each barrel of oil represented by a 
given contract is traded up to 15 times before the oil is delivered. This trading creates a great deal 
of leverage, as paper oil snows under the real oil. 

The trend curve in Exhibit 3.6 is revealing. To better understand its impact, we should note that 
a crude oil futures contract entitles its owner to put down, as the margin cost of the purchase, only 
2.5 percent to 5 percent of the underlying dollar value of the oil covered by the futures deal. The 
gearing, therefore, is more than 20 to 1 . (More precise statistics are provided later.) 

The reason why one is well advised to be interested in potential liabilities connected to paper oil 
lies precisely in the multiplication factor in trading. Because of it, the Brent crude futures contract 
determines the price of actual Brent crude oil, just as the West Texas Intermediate (WTI) crude 
futures contract determines the price of actual West Texas Intermediate crude oil. Derivatives 
change the benchmarks. 

This example also speaks volumes about the interdependence between the virtual economy and 
the real economy. Gearing makes a snowball effect. Brent crude oil and West Texas Intermediate 
crude oil constitute the basis against which more than 90 percent of the world’s oil is priced. If we 
account for the fact that each traded contract of paper oil represents 1,000 barrels, then: 

• The annualized 1 8 million or so contracts traded in 2000 amounted to 1 8 billion virtual barrels 
of oil. 

• Such “billions” are a big multiple of the total annualized production of Brent North Sea oil, the 
reason being three orders of magnitude in leverage. 
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Exhibit 3.6 High Gearing of Brent Through Oil Futures, 1991 to 2000 




A different way of looking at statistics conveyed through geared instruments is that the ratio of 
barrels of oil traded annually through Brent Futures contracts to the number of barrels of real oil 
brought out of the North Sea went from 78.3 in 1991 to 596 in 2000 — the oil derivatives boom year. 
This rapid progression is shown in Exhibit 3.7. 



Exhibit 3.7 Ratio of Barrels Covered By Brent Futures Contracts to Barrels of Brent Oil 
Actually Produced 
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• Already high in 1991 because of derivatives, in 10 years the leverage factor increased by 762 
percent, and there is nothing to stop it from growing. 

• Oil futures derivatives build a huge amount of gearing into the oil market, with the result that a 
relatively small amount of money has a great effect on oil prices. 

This effect impacts all oil production and oil sales in the world because, as mentioned, other oils 
are deliverable against the International Petroleum Exchange (IPE) Brent Crude Futures contract. 
For instance, Nigerian Bonny Light or Norwegian Oseberg Blend is priced on this comparative 
basis. A conversion factor aligns these other oils to a basis equivalent to Brent crude, attaching 
either a premium or a discount in price comparable to Brent but incorporating the leverage. 

It is not that greater efficiency in oil usage does not matter. It does. It is good to know that the 
economy is far better prepared to handle an oil shock this time around than it was in the 1970s, 
because businesses and consumers use oil much more efficiently than they did a few decades ago. 
It is also proper to appreciate that over the past five years, real GDP is up by more than 20 percent 
while oil consumption has increased by only 9 percent. 4 But this 9 percent is minuscule compared 
to the gearing effect of oil derivatives. 

Oil derivatives, not real demand, are the reason why the volume of crude futures contracts trad- 
ed on the NYMEX has shot up, particularly in 1999 and 2000. During this two-year period, the vol- 
ume of speculative NYMEX West Texas Intermediate crude contracts trades increased by 6 million. 
Typically the contract is for 18 months, but most trading takes place in the last 45 days before it 
expires. 

At NYMEX, between 1998 and 2000, the volume of crude oil futures rose from 43.2 million 
contracts to 54.2 million contracts, an increase of 11 million contracts or 126 percent, representing 
an underlying volume of oil of 1 1 billion barrels. By contrast, between 1998 and 2000, the volume 
of world oil production increased by only 183 million barrels. In these three years, derivatives rep- 
resented 325 new paper barrels of oil for every new barrel of oil produced. 

Fortunes are made and lost by the fact that the margin to be paid for a futures contract is very 
low compared to the commodity’s value. For instance, at London’s International Petroleum 
Exchange, the margin a trader must put down to buy a Brent Crude futures contract is $1,400. With 
this, he or she has a claim on an underlying value of oil of $37,000. The margin is just 3.8 percent. 
This allows traders a tremendous amount of leverage because when they buy a futures contract, they 
control the underlying commodity. 

The downside is the risk the speculator takes of betting in the wrong direction. For every practi- 
cal purpose, risk and return in the financial market are indistinguishable and the outcome largely 
depends on the market’s whims — particularly in times of high volatility. This interplay between 
leveraged deals and market prices has the potential to further increase volatility in both directions: 
whether the price of the barrel moves up or down, for or against the best guess of imprudent 
investors. 



RISKS TAKEN BY INTEL, MICROSOFT, AND THE FINANCIAL INDUSTRY 

In the telecoms industry, in a number of deals, the credit risk counterparties are the clients. 
Companies such as Lucent Technologies, Nortel Networks, Cisco Systems, Qualcomm, and 
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Ericsson extended credit to small high-tech outfits that bought their products. These same outfits 
used these equipment contracts to borrow and leverage even more. (See Chapter 14 on credit risk.) 

A growing number of big high-technology companies partnered with smaller outfits that used 
their relationship on Wall Street for leveraged financing. 5 Such tactics boosted demand and profits 
for all on the upswing; but they are doing the reverse on the downswing. A similar statement is valid 
about the use of the derivatives market for profits by some of the better-known companies. They 
issue options on the price of their stock. 

In the second quarter of 2000, Intel’s results included $2.4 billion operating income as well as a 
massive $2.34 billion of interest and investment income. The latter was eight times the correspon- 
ding 1999 figure and almost equaled Intel’s income from engineering. Yet Intel is a semiconductor 
company, not a derivatives speculator. 

Over roughly the same timeframe, for the fourth quarter of its fiscal year, Microsoft’s earnings 
also benefited from strong investment income: $1.13 billion in the quarter, or more than 30 percent 
of taxable income for this three-month period. Superficially one may say “Why not?” Serious ana- 
lysts, however, suggest this is a worrying reminder of the Japanese bubble of the late 1980s, when 
financial engineering, or zciitek, by industrial companies was so prevalent and finally led to the deep 
hole credit institutions and industrial companies dug for themselves. They are still in this hole in 
spite of the Japanese government’s efforts to jump-start the economy. 

Both vendors Intel and Microsoft refute such comparisons. But can it really be refuted? Intel Capital, 
the chipmaker’s investment arm, says it is a strategic investor backing companies that help advance the 
group’s overall aims of expansion of the Internet, computing, communications infrastructure, and so on. 
This is venture capital investing, and it should not be confused with derivatives trading. 

Microsoft used its cash from operations to make 100 investments totaling $5.4 billion in the year 
ending June 30, 2000. Its management suggests that as long as the company has strong operating 
cash flows, significant investments of a similar type will continue. The target is windfalls not only 
in the aforementioned two cases, but also in many others — for instance, Dell — which change the 
basic engineering nature of many corporations. 

No one should ever think that the track of financial engineering that industrial companies follow 
is free from bumps in the road. In 2000 Intel alerted analysts ahead of its financial results to expect 
a much higher investment gain than usual, mainly because of sale of its equity in Micro Technology. 
Microsoft pointed out that it is sometimes obliged to take a profit because the company in which it 
has invested is bought out. 

The bumps in the road come when derivative financial instruments turn sour or the NASDAQ 
caves in, as happened twice in 2000; or when the market otherwise turns against the investor and 
instead of a windfall of profits the result is a huge hole of liabilities. Analysts are evidently aware of 
the likelihood of such events. Therefore, in general a company’s shares would suffer if analysts began 
to apply a similar yardstick to an engineering firm’s investment earnings as they do for pure high-tech 
investment companies and institutions known to specialize in derivative instruments and their risks. 

Top management should not only be aware of the exposure an engineering company takes with 
risk capital and with derivatives but also should learn from the depth and breadth of the board’s 
responsibilities the way they are now being established through new regulation in the financial 
industry. As a recent example, in September 2000, the Office of the Comptroller of the Currency 
(OCC) issued an advisory letter reminding the boards of directors of credit institutions and their 
senior management of their fiduciary responsibility to manage and control potential risks with third 
parties such as vendors, agents, dealers, brokers, and marketers. Board members of industrial com- 
panies also should heed this advice. 
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To substantiate its new directive, the OCC cited examples of third-party arrangements that have 
exposed institutions to senior credit losses. Other examples provided were associated with opera- 
tional risk. 6 These examples included engaging a third party to monitor and control disbursements 
for a real estate development project without checking the background and experience of that party, 
or without monitoring whether that party actually was performing the services for which it had been 
engaged. Still other examples by OCC have been financial: 

• Purchasing loan participations in syndicated loans without performing appropriate due diligence 

• Entering into an arrangement with a vendor to market credit repair products without under- 
standing the high risk of credit losses associated with the program 

• Purchasing factoring receivables with recourse to the seller, without analyzing the financial abil- 
ity of the seller to meet its recourse obligations 

As a regulatory agency, the OCC emphasized that banks, as regulatory agencies, should not rely 
solely on third-party representations and warranties. I would add that the same should apply to engi- 
neering companies. At a minimum, management of third-party relationships should include factual 
and documented front-end risk planning and analysis, with appropriate due diligence in selecting 
instruments and counterparties, real-time monitoring of performance, and the documenting of man- 
agement’s efforts and findings — including post-mortems. 

Members of the board are responsible for the outcome, whether or not they understand what 
leveraging does and whether or not they appreciate what financial engineering is. “I did not know 
that” is no excuse for serious persons. 

Dr. Gerard Corrigan, the former president of the Federal Reserve Bank of New York, has aptly 
suggested that regulators can handle almost any problem if they can wall off a troubled financial 
institution from the rest of the world. 7 But because of their labyrinth of interconnections, derivatives 
have made that job nearly impossible. 

These interconnections frequently lead to securities firms, other nonbanks, and industrial com- 
panies to which government safety nets might have to be extended in order to protect the banking 
establishment. Increasingly, the distinction among banks, nonbanks, and corporate treasuries is 
hardly relevant. 

Some years ago, in Japan, the accounting director of Nippon Steel leapt to his death beneath a 
train after he lost $128 million of the company’s money by using derivatives to play in the foreign 
exchange market. In Chile a derivatives trader lost $207 million of taxpayers’ money by speculat- 
ing in copper futures for the state-owned mining company. These sorts of failures can happen any- 
where, at any time. 

One of the misconceptions with derivatives — which is sometimes seen as a fundamental advan- 
tage although it is in fact a liability — is that they let the counterparty “buy the risks it wants” and 
“hedge the risks it does not want.” Whether made by bankers or corporate treasurers, such argu- 
ments conveniently forget that derivatives can be highly speculative investments and that, by boost- 
ing the liabilities risk, the entity’s portfolio could well one day become damaged goods. 



USING DERIVATIVES AS A TAX HAVEN 

Those who think that the New Economy is only about the Internet and technology firms are 
missing something of great importance. The leveraging effect is all over: in loans, investments, 
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trades, equity indices, debt instruments, even the optimization of taxes, which is one of the latest 
derivatives fads. 

Let us start with a dual reference to loans and to the fact that some banks tend to derive about 75 
percent of their nonfee income from derivative financial instruments. Even what is supposed to be 
loan money finds its way into derivatives. This happens every day with hedge funds and other high- 
risk takers. 

When the German company Metallgesellschaft crashed in early 1994, largely due to badly 
hedged derivative trades by its U.S. subsidiary, both Deutsche Bank and Dresdner Bank, which had 
lent it money, found themselves obliged to come to the rescue — a situation that arises time and 
again with other financial institutions. As one brokerage executive who deals in derivatives sug- 
gested: “You can’t pass a law that prevents people from taking the wrong risks” — hence the need 
to qualify, quantify, and manage exposure more effectively than ever before. 

The hedge of Metallgesellschaft, which was legitimate but poorly designed, failed. Others that 
are not so legitimate but have done well succeed. Frank Partnoy, a former trader at Morgan Stanley, 
mentions in his book that the investment bank with which he was working had assigned him to half- 
dozen different Tokyo deals designed to skirt regulations. 8 Sales and trading managers, he says, tend 
to think business ethics is an oxymoron. 

One of the 10 commandments of the derivatives business, Partnoy suggests, is “Cover thy ass,” 
and Morgan Stanley was careful to obtain from each client a letter saying that the trade was not a 
sham and that the investment bank had not done anything illegal. Yet some deals are dubious at best, 
such as derivatives trades designed to do away with liabilities and turn a bad year into one that was 
very profitable. Creative bookkeeping (read: “fraudulent bookkeeping”) also helped. 

• In the United States, fraudulent financial reporting is subject to liability. 

• But Japanese law is different, and a dubious deal has good chances to pass through — particu- 
larly so if it is “creative.” 

The turning of liabilities into assets through derivatives for financial reporting purposes is usu- 
ally done by deals so complex that regulators do not have an easy time untangling them, let alone 
comprehending their details. This higher level of sophistication in instrument design has been used 
by certain hedge funds, and it also has invaded tax reporting. 

“Creative tax evasion” through derivatives is quite evidently an issue that should be of interest 
most particularly to the Internal Revenue Service (IRS). In the United States, the IRS is concerned 
about the growth of foreign trusts that consist of several layers. One layer is distributing income to 
the next, thereby reducing taxes to a bare minimum. This creative organizational system works in 
conjunction with a concentration of tax havens, such as the greater Caribbean, which accounts for 
20 percent of nearly $5.0 trillion in offshore assets. 

That the offshores are tax loopholes is news to no one. It is also the reason why the Group of Ten 
(G-10) has targeted them as engaging in “harmful tax practices.” The policy followed by most gov- 
ernments is that unless offshores agree to revamp their current tax systems and accounting meth- 
ods, the G-10 nations will hit them with sweeping sanctions that include 

• Disallowing the large tax write-offs offshore companies typically take for business costs 

• Ending double taxation accords, by which companies avoid paying taxes at home if they pay 
them at the offshore address. 
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Financial institutions and other companies using tax loopholes are, however, inventive. The 
heyday of the bread-and-butter type offshores is now past, not so much because of G-10 restric- 
tions as to the fact that institutions discovered that the use of derivative financial instruments is 
itself a tax haven. Sophisticated derivatives manipulate the liabilities side of the balance sheet and 
can lead in nonapplication of certain tax provisions that might otherwise have a major tax impact 
if a traditional investment formula were used. Here is a practical example: 

• Taxation of derivative transactions depends on their particular legal form and on the underlier 
to which they relate. 

• Withholding tax obligation is triggered upon the payment of interest but not a swap payment. 

Profits from deals with payments made under swap agreements may be computed by reference 
to the notional principal amount. They are not regarded as interest for tax purposes, as no under- 
lying loan exists between the parties. Even if certain swap payments may have some characteristics 
of annual payments, authorities do not look at them as annual payments. 

A similar argument pertains regarding regular swap receipts and payments that relate to interest 
on trade borrowings. Trade borrowings are typically tax deductible in computing trading profits. For 
tax purposes, profits derived from the use of financial derivatives in the ordinary course of banking 
trade tends to be regarded as being part of trading profits. 

Permitted accounting treatment plays an important role in determining the recognition of trad- 
ing profits and their timing. The tax side, which is now being exploited by a number of firms, prom- 
ises good gains. The risk is that a bank failure or trading collapse could cause a panic orchestrated 
by other derivatives players including federally insured banks and the financial system as a whole. 
But the taxpayer has deep pockets. 

The opportunities to make money with derivatives are many, the latest being tax optimization. 
This new notion can be added to the vocabulary of derivatives trades, along with hedging and con- 
vertibility of risk. The tax loophole through swaps seems to be better than the one provided by 
plain-vanilla offshores, and, for the time being, it is less controversial. But at the same time, there 
is plenty of derivatives risk. Even for tax avoidance purposes: 

• Sound risk management requires that exposure is aggregated through appropriate algorithms 
and is controlled in real time. 

• Bad loans and sour derivatives have a compound effect, especially when much of the derivatives 
activity is carried out with borrowed money. 

Because a very large part of what enters a derivatives trade is essentially a book entry, in some 
cases everyone may win. At the same time, when things go wrong, it is quite possible that every- 
one loses, with the derivatives trades creating among themselves a liabilities bubble that bursts. The 
compound effect can be expressed in a pattern, taking account of the fact that: 

• Past-due derivatives carry a market risk similar to that of loans traded at huge discounts. 

• Past-due derivatives and sour derivatives (because of the counterparty) can lead to major 
exposures. 

• Sour derivatives and bad loans are related through an evident credit risk, hence the wisdom of 
converting notional principal amounts to loans equivalent. 9 



55 




Challenges of Liabilities Management 



Risks are looming anywhere within this 3-dimensional frame of reference shown in Exhibit 3.8. 
The effects of the bubble bursting can be so much more severe as off-balance sheet financial 
instruments produce amazing growth statistics. Some types of derivative instruments, for example, 
have had growth rates of 40 percent a year — and they are metastasizing through crossovers rather 
than simple mutations. Up to a point, but only up to a point, this creates a wealth effect. Beyond 
that point sneaks in a reverse wealth effect of which we talk in the following section. 



MARKET PSYCHOLOGY: WEALTH EFFECT AND REVERSE WEALTH EFFECT 

With nearly one out of two U.S. households owning stocks, a historic high, consumer spending 
is increasingly sensitive to ups and downs on Wall Street. Indeed, as the market rose during the 
1990s, consumers felt richer and spent away their paper gains. Since any action leads to a reaction, 
the other side is the reverse wealth effect, which can occur quicker than the original wealth effect, 
if investor psychology changes, confidence wanes, and everyone runs for cover. 

At the time this text is written, in March 2001, it is difficult to assess whether market psycholo- 
gy has actually changed or investors are simply fence-sitting. Economic indicators point to a reces- 
sion, but the definition of a recession is not the same as it used to be. In fact, it is even more diffi- 
cult to quantify the magnitude of any change in financial and economic conditions. As a matter of 
principle, however, when it is suspected that such change may be occurring, it is important: 

• To take account of all relevant sources of information, and 

• Gauge the extent to which they may support such a conjecture. 

Economists suggest that these days investors may be especially vulnerable because they have 
financed their stock purchases with near-record levels of debt, in many cases through home mort- 
gages. The New York Stock Exchange reported that in September 2000 margin borrowing jumped 



Exhibit 3.8 Risk Framework Associated with Liabilities Exposure Because of Derivatives Trades 
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to $250.8 billion, the highest level in five months, and this was still going up at the end of the year. 
A so highly leveraged investors market could exacerbate a decline. 

The gold rush of the New Economy via the NASDAQ is not pure greed. The sophisticated 
person in the street, who by and large is the average investor, understands that technology is the 
motor of the New Economy and wants to be part of the action. Many experts assume that what we 
experienced in the 1990s is only the tip of the iceberg in technological developments. They see 
broadband, photonics, and biotechnology as: 

• Being in their infancy, and 

• Having still a long way to go. 

The challenge is one’s financial staying power, and it confronts both people and companies. High 
leverage is the enemy of staying power — and the market is a tough evaluator of equity and of debt. 
Take corporate bonds risk as an example. In early 2001 spreads of corporates versus credit-risk-free 
Treasuries were wider than they had been since the Asian crisis of 1997. At the same time, the U.S. 
corporate debt, other than bank debt, was at a record 48 percent of gross domestic product. 

This reference is best appreciated if the polyvalence of the debt challenge is kept in mind. With 
the economy and earnings slowing and the stock market uncertain about its next step, the lack of a 
first-class liabilities management may turn out to lead to a dangerous storm. In October 2000, Wall 
Street analysts whom I interviewed saw the worst deterioration in junk bonds. For example, the 
spread between Merrill Lynch high-yield (junk) index and 10-year Treasury bonds widened to 7.13 
percentage points. This is larger than in 1998, at the height of the financial meltdown that followed 
Russia’s default and LTCM’s near bankruptcy. 

At Wall Street, analysts also were worried by the fact that top-quality bonds also took a hit. By 
late October 2000, triple-A 10-year U.S. industrial corporate bonds were yielding about 6.96 per- 
cent, which is 123 points more than U.S. government bonds. The spread was only half that at the 
close of 1999. Some analysts took this as an indicator that the U.S. economy shifted out of over- 
drive. Others saw in it an ominous signal. 

In fact, during mid- to late October 2000, in the center of the financial storm and more than 40 
days into the bear market, financial analysts were far from unanimous on when the turbulence might 
end. Some were more worried than their colleagues, believing that, as corporate earnings continued 
to slow down and credit quality deteriorated, certain weaknesses in the underbelly of the financial 
system would become apparent. 

Yet Wall Street was not lacking in analysts who were more upbeat. Abby Joseph Cohen, of 
Goldman Sachs, publicly stated that, in mid-October 2000 levels, she considered the Standard & 
Poor’s 500 index to be about 15 percent undervalued, although she conceded that war and peace 
developments in the Middle East were a significant wild card. In early November 2000, right after 
the U.S. presidential election, to these Middle East jitters were added the uncertainties associated 
with an unprecedented legal battle between A1 Gore and George W. Bush. 

The market survived these uncertainties, and the feared reverse wealth effect did not show up. Yet 
well into February 2001 many cognizant Wall Street analysts believed that the ebbing of the New 
Economy’s euphoria occurred at the worst possible moment because it compounded the global polit- 
ical threats. Fears were eased when in January 2000 the Federal Reserve lowered interest rates twice 
by 50 basis points each time; but the turnaround some analysts expected was not to come. 
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The fact that the Dow Jones index of common stocks, the NASDAQ index of technology stocks, 
and other metrics of equity values rise and fall is nothing unusual. But events in September to 
December 2000 and the early months of 2001 have shown that these indices can shrink even 
further than most experts expect, while volatility is king. Surely as 2000 came to a close the mar- 
ket offered the least attractive buying opportunity since 1998, despite the repeated assurances of 
some analysts that the market had found a bottom. 

More significant than stock market gyrations is the fact that by mid-2001, the prevailing market 
psychology led to reassessment of credit risk. This reassessment has been particularly pronounced in 
some sectors, such as telecom companies and dot-coms, which were imprudently overexposed with 
loans. Their superleveraging left regulators with a tough decision between easing monetary policy 
and keeping quiet until the storm passed by — except that no one knows when this might happen, as 
liabilities of the largest debtors in the world have been growing at an annual rate of 140 percent. 
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An old Greek proverb says: “Better to lose your eye than your name.” This saying encapsulates the 
essence of reputational risk, which is like a barrier option: all or nothing. Just as there is no such 
thing as being a little pregnant, there is no way of losing only some of one’s reputation. The slight- 
est signal that a bank or any other company is regarded as a liability has to be taken seriously and 
this piece of news must immediately alert top management. 

The lessons to be learned from Long Term Capital Management (LTCM), Barings, Orange 
County, and so many other crashes or near bankruptcies is that in the financial world, reputation is 
based both on ethical behavior and on standards of responsibility and of reporting. Failure to face 
up to one’s obligations is essentially reputational risk. Some organizations would rather dent their 
reputation than pay the losses resulting from the contracts they have signed with a counterparty. 

Financial incapacity bears on an entity's ability to perform and directly affects senior manage- 
ment’s accountability. Financial incapacity should not be confused with unwillingness to perform, 
which may arise if the counterparty feels that it has been ill-advised on a hedging, lost too much 
money, or was misled. Examples connected to litigation in the aftermath of derivatives trades are 
Procter & Gamble, Gibson Greetings, Air Products, Sinopec, and Unipec: 

• Both inability to perform and unwillingness to perform lead to reputational risk, because they 
amount to breach of contract. 

• But some cases of unwillingness to perform were tested in court, and the judges’ decisions were 
not altogether negative to the nonperformers. 

Up to a point, bankruptcy laws might protect a party from reputational risk. Take Chapter 1 1 as 
an example. In principle, it is wise to give a company or a person a second chance. But in practice 
this process is abused not only by companies but also (and most particularly) by individuals. Today 
in the United States an estimated 2 million people have sought protection under Chapter 1 1 — most, 
to avoid paying what they overspent with their credit cards. In this connection, it is worth noting that: 

• In principle, reputational risk is an operational risk faced by all credit card issuers, and it is 
mounting. 

• In essence, what happens is that the people who pay their dues also pay for the others, by being 
subject to higher interest rates. 
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Some people consider moral hazard as being part of reputational risk. I am not of this opinion, 
because the underlying concepts are different. It is, however, true that moral hazard can contribute 
to increasing reputational risk because it bends ethical principles and bypasses values of financial 
responsibility. 

In the United States, George Shultz, a former State and Treasury secretary, Anna Schwartz, an 
economic historian, and editorial writers on the Wall Street Journal argue that today’s financial 
woes are caused by bailouts of countries and investors by the International Monetary Fund (IMF), 
hence public money. The analysts consider such bailouts to be a moral hazard, because they induce 
investors and borrowers to behave recklessly in the belief that, when trouble hits, the IMF will pull 
them out of the mess that they themselves created. 

The IMF, these experts argue, generates moral hazard in two ways: It rescues governments from 
the consequences of rotten policies, thereby encouraging them to repeat their high leverage and 
their mistakes, and it also shields greedy investors, even rewarding their recklessness. This criticism 
has gained considerable voice because of the frequency and size of IMF bailouts. But is not this also 
true of so many other rescue deals and support packages? 



DISTINCTION BETWEEN ABILITY TO PERFORM AND WILLINGNESS TO 
PERFORM 

The growing emphasis on the liabilities side of the balance sheet, derivative instruments, and other 
leveraged financial products have helped to redefine corporate and personal responsibility toward 
counterparties. Along with this, during the 1990s a curious topic surfaced. It is “curious” when 
examined under classic banking criteria regarding financial responsibility. This topic concerns the 
distinction between: 

• A counterparty’s ability to perform, and 

• Its willingness to perform according to contract. 

In principle, the likelihood of default by a counterparty on any obligation, including derivatives, 
is assumed to be the responsibility of the credit division. Normal credit division duties, however, do 
not necessarily include willingness to perform, which is a different matter altogether. More than 
anything else it has to do with the legal department, since invariably lack of willingness to perform 
leads to court action or to a settlement out of court. 

There is nothing new about the fact that financial incapacity has a direct bearing on ability to 
perform. This is the essence of credit analysis, which should take place before signing up a finan- 
cial obligation. Every credit officer must consider a counterparty’s future ability to deliver when 
considering whether to extend credit to a client or correspondent bank. But willingness to perform 
has different characteristics, although its consequences are just as severe. 

When the South Korean economy crashed in late 1997, one of its investment banks found it to 
be the excuse not to perform on its obligations concerning derivatives losses. SK Securities’ finan- 
cial responsibility towards J. P. Morgan, its counterparty, amounted to a whopping $480 million, but 
the Korean investment bank preferred to lose its reputation than face up to its obligations. J. P. 
Morgan sued in court. 
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It is indeed curious that financial institutions fail to appreciate that the bilateral, over-the-count- 
er nature of most derivatives trades brings with it a most significant potential for losses. Frank 
Partnoy states that banking regulators warned that American banks had more than $20 billion expo- 
sure to Korea. Even half that amount would have been way too much, but no one seems to have put 
a limit to this ballooning derivatives risk. 

Leaving it up to the experts to police themselves amounts to nothing. Partnoy mentions the case of 
Victor Niederhoffer, who managed more than $100 million of investments. For some years his record 
was good, with his investments earning something like 30 percent per year for more than a decade. 
Then in 1997 he made his mistake in risk taking by way of a big bet on Thailand’s baht. When in 
August 1997 the Thai economy crashed, Niederhoffer lost about half his fund — a cool $50 million. 1 

Niederhoffer paid his dues at the altar of speculation, but others refused to do so. It is not so easy 
to assign a precise definition to the concept underpinning willingness to perform — and its opposite: 
unwillingness to perform. Generally, willingness to perform is taken to mean a counterparty’s desire 
to deal in good faith on the obligations into which it has entered. If it is not in bankruptcy but still 
it is not facing up to its financial obligations, then it is unwilling to perform. 

Carried out in due diligence by the bank’s credit division, a classic financial analysis aims to pro- 
vide answers regarding the other party’s ability to perform. The assumption is made that if a coun- 
terparty does not perform on its obligations, the reason is financial difficulties. But with derivatives 
and other leveraged deals, the magnitude of losses ensures that some counterparties may choose not 
to honor their obligations for reasons other than illiquidity or financial difficulties. 

Because of ability-to-perform reasons, senior securities officers are very careful when address- 
ing stretched maturities or when they consider weakening covenants. Where ability to perform is 
questionable because the other party’s financial standing is not so dependable, the credit officer may 
decide not to extend any credit at all, even on a secured basis. Matters are different in the case of 
willingness to perform. Yet failure to address this type of risk may result in severe economic losses 
and/or may involve protracted legal action. Ironically, in several cases the counterparty was never 
before subject to reputational risk; Procter & Gamble is an example of this type of case. The claim 
of having been misled stuck, and Procter & Gamble won an out-of-court settlement from Bankers 
Trust. Gibson Greetings did the same. 

The most recent list of instances of unwillingness to perform started in the 1990s and keeps on 
growing. These cases primarily concern derivatives obligations and have led to suspension of pay- 
ments as well as subsequent suits. Not only is the spreading of unwillingness to perform by coun- 
terparties troubling because in many cases it represents financial irresponsibility, but also there 
seems to be no real solution to the challenges it poses. Although the lending bank may be vigilant 
in determining: 

• The financial strength of the counterparty, and 

• Its projected ability to perform under normal operating conditions. 

there is little evidence to suggest whether some time in the future the counterparty will be unwill- 
ing to perform on its obligations for noncredit reasons, if it finds itself at the loser’s end. Caution 
will invariably help lenders to avoid entering into contracts where counterparties might be unwill- 
ing to perform on their financial obligations. But it is no less true that: 
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• There exists no financial instrument effectively stripping out all economic exposure to the 
underlying asset or to the holder. 

• Until all obligations derived from a transaction are fulfilled, operational risk may aggravate the 
other risks. 

As cases of reputational risk accumulate, past history of unwillingness to perform can be determined 
to be vital in the process of understanding the motivation of counterparties for entering into a given type 
of transaction, particularly a leveraged one. Is it for speculative reasons? Do ill-conceived hedges gen- 
erate losses? Or is the counterparty’s management unreliable, which may lead it to be unwilling to per- 
form? The results of an analysis of reputational risk might provide a pattern; the challenge of person- 
alizing these results to a specific counterparty and of keeping track of the reputational score follows. 



TROUBLES FACING CERTIFIED PUBLIC ACCOUNTANTS IN CONNECTION 
WITH REPUTATIONAL RISK 

When a certified public accountant (CPA, chartered accountant) audits a company’s books and gives 
a written opinion based on this audit, he or she is essentially taking a position on compliance of find- 
ings to existing rules and regulations primarily connected to accounting functions. In many Group of 
Ten countries — the United Kingdom, Germany, and Switzerland being examples — bank supervision 
authorities base their examination of credit institutions on findings included in the CPA’s report. With 
few exceptions, their regulators do not employ their own examiners, as the Federal Reserve does. 

During the mid- to late 1990s, several supervisory authorities of G-10 countries added another 
requirement to the classic mission of CPAs. The evaluation of internal control became an integral 
part of external audit functions. No longer is it sufficient for auditors to review the institution’s 
books in an investigative manner. They now also have to examine an entity’s reporting practices and 
most specifically its internal control system: 

• If operational risk comes under the internal controls authority, as some of the banks have sug- 
gested, then auditing operational risk should be part of the mission assigned to chartered 
accountants. 

• //auditing of operational risk is part of the CPA’s responsibility, then it is unavoidable that rep- 
utational risk also should become part of his or her duties. 

Auditing reputational risk is by no means a linear business. During meetings in London, char- 
tered accountants made a similar statement about auditing internal controls. The issue associated 
with auditing an entity’s internal controls become even more complex if one considers that some- 
times external auditors expose themselves to reputational risk and to substantial fines. 

To a significant extent, this exposure is connected to event risk. Prior to proceeding further with 
the specifics, it is important to consider a few event risks that during the 1990s hit CPAs for alleged- 
ly not having done the job they were paid to do. 

Barings’ Liquidators versus Coopers and Lybrand ( now PriceWaterhouseCoopers) 

Following the bankruptcy of the venerable bank Barings, the court appointed joint administrators 
of the bank. Shortly thereafter, the administrators started proceedings against the accounting firms 
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of Coopers & Lybrand in London and Singapore and against Deloitte & Touche in Singapore — to 
the tune of $1 billion. The Bank of England also criticized and questioned the actions of both firms 
of auditors in exercising their duties. 

The claim by the administrators was “in respect of alleged negligence in the conduct of audits for 
certain years between 1991 and 1994.” Right after this claim was made public, a spokesman for 
Coopers and Lybrand in London said the writ was a complete surprise: “We have not been provided 
with the details of the claim. However, we are not aware of any grounds for any claim against us.” 2 

The chartered accountants’ spokesman added that Coopers was not responsible for the collapse 
of Barings, which was “a result of management failures and fraud” (therefore, of operational risks). 
The claim against his firm, he suggested, was unjustified — and it was “another example of suing the 
auditors because they are perceived to have deep pockets.” 

As far as the other CPA was concerned, Po’ad Mattar, senior partner in Deloitte & Touche 
in Singapore, said: “The writ comes as a surprise. We are satisfied that the audits of Barings Futures 
Singapore in 1992 and 1993 were conducted with all required professional skill. We are also 
mystified by the claim since none of the activities that caused the failure of Barings and the 
consequential losses occurred while we were auditors. In any event, the writ will be successfully 
defended.” 

But the administrators did not change their mind because of these responses. Their thesis was 
that they reviewed the position in respect to the auditors and believed that proceedings should be 
brought on behalf of the Barings companies that remained in administration. Creditors included 
bondholders owed £100 ($145 million) who were not repaid by ING, the Dutch financial con- 
glomerate that bought Barings. Perpetual note holders were owed another £100 million. Deloitte & 
Touche, called in to wind up the Bank of Credit and Commerce International (BCCI), allegedly 
overcharged by 40 percent their services. This is what was reported in the press. 3 The information 
that came to the public eye was based on a confidential report claiming that creditors were over- 
charged by £1 million ($1.45 million) in the immediate aftermath of BCCI’s collapse. The report 
was commissioned by a court in Luxembourg, where the Bank of Credit and Commerce 
International was registered. 

The court asked for the report from a panel of three independent experts, after prolonged argu- 
ments over the level of fees charged by the liquidators between the collapse of BCCI and January 
1992. The CPA firm contested this report in a series of court hearings, claiming that the experts who 
wrote it had no knowledge of the costs involved in a global liquidation of a bank with branches in 
69 countries. 

This dispute marked another low point in relations between the external auditors and the 
Luxembourg authorities. Deloitte & Touche sued the Luxembourg banking regulator for allegedly 
failing to regulate BCCI properly, obliging its management to make financial results reliable and 
transparent. Deloitte & Touche also resisted any attempt to use the report to drive down fees due 
elsewhere. 

These cases, which came in the aftermath of the bankruptcies of Baring and BCCI, are not the 
only ones involving reputational risk on behalf of certified public accountants. Many challenges 
have taken place whether the associated claims were or not justified. A high court judge in London 
found an accounting firm liable for negligence in permitting a loss-making Lloyd’s (the insurer) to 
close its accounts. 4 

In the mid-1990s in Germany, Price Waterhouse sought an out-of-court settlement with the 
creditors of Balsam and Procedo, two failed companies. German banks, which faced losses of 



63 




